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SHAREHOLDER LETTER 2004
Dear Fellow Shareholders,

Your company achieved a number of important milestones in 2003, yet we need to do a better job
at increasing our installed base of PSA monitors. The transition to the more than 100 person sales
force at Baxter has been completed and we are working hard on a daily basis, to assist our partners at
Baxter in the sales process. We are making progress. The total number of monitors currently in the
field is at an all time high and the aggregated number of hospitals involved in evaluations has
surpassed all previous activities.

In parallel, we have completed, or are working on the following initiatives:
* Company Financing

In December of 2003, we successfully completed a private placement totaling $8.2 million in
gross proceeds. This will fund the company well into 2005.

* PSA 5000 FDA Clearance

In January of 2004, we received clearance from the FDA for our new, next generation monitor.
In addition to new features, we will introduce an ergonomically smaller monitor that mounts on
an LV, pole and is significantly more cost effective to manufacture. Launch of the PSA 5000 is
scheduled at this year’s ASA meeting in New Orleans in October.

» Intensive Care Unit & Critical Care Launch

Compelling clinical studies now in process will bolster our ICU launch. We believe that we
perform in a clinically superior fashion compared to our competition and we expect to leverage
that strength during the later stages of this year.

¢ Investments In Clinical Studies

Baxter and/or Physiometrix are sponsoring a number of important initiatives in leading hospitals
and teaching institutions. It is our expectation that these important efforts will be published in
peer review journals. We are listening to our clinicians and they are telling us which clinical
studies will help to drive adoption of our technology.

As we build our business across all segments of our industry, including the operating room, ICU,
and all areas of Office Based Anesthesia, we are being diligent regarding how we penetrate each
market. We continue to evaluate all of our options to insure that we are present in every site where
anesthetics are administered.

As we enter the most exciting, yet demanding time in our history, I would like to again, say thank
you to our employees, who energize me every day. We continue to test the patience of our
shareholders, but I believe that their long-term perspective will be rewarded. Finally, a word of
gratitude to our clinicians who are learning that our technology improves patient care and reduces the
overall costs of healthcare.

Sincerely,

A Lo

John A. Williams
President and Chief Executive Officer
Physiometrix, Inc.
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PART I
Item 1. BUSINESS
Forward Looking Statements

This Report on Form 10-K contains certain forward-looking statements within the meaning of
Section 27A of the Securities Act of 1933 and Section 21E of the Securities Exchange Act of 1934 that
involve certain risks and uncertainties, Actual events or results may differ materially from those
projected in the forward-looking statements as a result of the factors described herein in the “Risk
Factors” and in the documents incorporated herein by reference. These statements typically may be
identified by the use of forward-looking words or phrases such as “believe,” “expect,” “intend,”
“anticipate,” “should,” “planned,” “estimated,” and “potential,” among others. All forward-looking
statements included in this document are based on our current expectations, and we assume no
obligation to update any such forward-looking statements. The Private Securities Litigation Reform Act
of 1995 provides a “safe harbor” for such forward-looking statements. In order to comply with the
terms of the safe harbor, we note that a variety of factors could cause actual results and experience to
differ materially from the anticipated results or other expectations expressed in such forward-looking
statements. The risks and uncertainties that may affect the operations, performance, development, and
results of our businesses include, but are not limited to, statements concerning (i) business strategy;

(ii) products under development; (iii) other products; (iv) marketing and distribution; (v) research and
development; (vi) manufacturing; (vii) competition; (viii) government regulation especially as it relates
to Food and Drug Administration (“FDA”’) approvals; (ix) third-party reimbursement (x) operating and
capital requirements: (xi) clinical trials; and (xii) other factors that might be described from time to
time in periodic filings with the Securities and Exchange Commission and include those set forth in this
Annual Report on Form 10-X as “Risk Factors”.

Introduction

3% i

Physiometrix, Inc. (also referred to herein as “Physiometrix,” “Company,” “we,” “us,” and “our”
designs, develops, manufactures and markets noninvasive, advanced medical products incorporating
proprietary materials, electronics technology and software for use in neurological monitoring
applications during surgical and diagnostic procedures. We sell our products for use in hospitals, clinics
and physicians’ offices domestically and internationally, Our current principal product focus is our
Patient State Analyzer (“PSA 4000”), an innovative system for monitoring brain activity during
anesthesia. The PSA 4000 and disposable PSArray2 are our primary products and most important to
our success.

Our initial products, which were commercially introduced in 1994, are our e-Net headpiece and
disposable HydroDot biosensors, which are based upon our proprietary HydroGel technology, and its
custom electronics. These products are packaged as the HydroDot NeuroMonitoring System, which was
developed and is sold for brain monitoring applications, such as clinical electroencephalograph
(“EEG”) procedures. The system is marketed and sold as a safer, lower cost alternative to current
EEG data collection technology. The system connects and interfaces to the standard input on all
conventional EEG instruments currently in use worldwide, yet offers reduced patient setup time, more
reliable data readings, and enhanced patient comfort and safety. The sale of these products are not a
significant component of our operating plan and we do not consider the expected revenues from the
HydroDot NeuroMonitoring System business to be significant to our financial success and liquidity.

Patient State Analyzer. The PSA 4000, which received initial 510(k) clearance from the Food and
Drug Administration in June 2000, provides a simplified, user-friendly analysis of patient brain activity
during surgical procedures involving general anesthesia. Currently, such monitoring conducted by EEG
instruments is used only in a small percentage of all such procedures on a worldwide basis. Traditional
EEG devices require a neurologist to interpret their data output. As a result, anesthesiologists are




reluctant to use EEG monitoring during other surgical procedures, despite the potential benefits
offered by brain monitoring, such as improved patient safety, shorter patlent recovery times, and lower
overall costs per procedure.

We have shown in clinical studies that monitoring patients’ brain activity during surgery with the
PSA 4000 will improve patient safety and lower costs per surgical procedure by better controlling the
amount of anesthesia administered during surgeries. This will reduce the amount of post-operative
recovery time required, and eliminate the requirement of a neurologist or specialized technologist to
interpret EEG results during surgery. We believe that these benefits create the opportunity for the
PSA 4000 to become the standard of care during surgical interventions using general anesthesia. We
market the PSA 4000 in the United States and Canada through our exclusive distributor, Baxter
Healthcare Corporation (“Baxter”). '

In October 2002, we received 510(k) clearance from the FDA for the PSArray2, a new frontal-only
disposable array sensor for use with the PSA 4000 system, and are currently shipping this new sensor to
Baxter, our exclusive distributor in the United States and Canada. This new frontal array headpiece is
designed to be easier to affix to the head during surgical procedures than our previous headpiece. We
believe, based on our market research and feedback, that the availability of this new frontal headpiece
will enhance the attractiveness of the PSA 4000.

The table below summarizes the principal products currently offered by us, the markets served by
these products and their present development and/or commercialization status:

% of Total Revenue

Cog;‘;zlrocli):lliez:tt/ion (greater than 15%)
Product Description Status 2001 2002 2003
Patient State Analyzer Intraoperative EEG Commercial sales 81% 59% 49%
monitoring system
PSArray2—Frontal array Easier to use headpiece Commercial sales 8% 4% 21%
for use with Patient State  for use with Patient State
Analyzer Analyzer

Industry Overview

There are more than 40 million surgical interventions performed annually worldwide under general
anesthesia according to Frost and Sullivan. This represents a large market opportunity for the PSA
4000. We have developed the PSA 4000 to address this market. Currently, anesthesiologists measure
heart, breathing rates, as well as other physiological changes, to monitor the effect of anesthesia on
patients. However, the brain, the organ which anesthetic drugs affect the earliest, is generally not
directly monitored. Nevertheless, in several types of surgical procedures, including high-risk cardiology
and vascular surgical procedures, brain monitoring is recognized by clinicians as particularly important.
Routine monitoring of brain functions during surgery can result in earlier detection of abnormalities
that, if left undetected, could result in serious surgical and post surgical complications. Such monitoring
can also potentially reduce costs and postoperative recovery times by enabling a reduction in the
amount of anesthesia used during the surgical procedure, which would enable patients to emerge from
the effects of the anesthesia and be ambulatory more quickly following the procedure. In addition,
anesthesiologists are typically not familiar with conventionally produced EEG test results, and a
neurologist must therefore be on hand to interpret EEG test information. We believe that the
availability of a low cost, easy to use monitoring device such as the PSA 4000 could substantially
increase brain monitoring during surgical procedures involving general anesthesia.




EEG Market

An EEG procedure measures neurophysiological activity by measuring the intensity and pattern of
electrical signals generated by the brain. Undulations in the recorded electrical signals are called brain
waves, and the entire record of electrical rhythms and other electrical activity (ongoing background
signals and event related transients) of the brain is an EEG. EEGs are widely used to assist in the
diagnosis of epilepsy, brain tumors, physiological disorders and other brain abnormalities. Because the
electrical waves produced by an injured or abnormal brain will differ in predictable ways from waves
produced by a normal brain, an EEG exam should disclose and help diagnose brain abnormalities and
injuries.

Although EEG based brain monitoring has been performed for over 70 years, it is only recently
that medical professionals have begun to recognize the benefits of EEGs as a broad based diagnostic
tool. This should be contrasted with the field of cardiac monitoring in which medical professionals have
long been aware of the benefits of such monitoring, and have integrated electrocardiogram (“ECG”)
procedures into both preventive and diagnostic health care. As a result, medical device and instrument
companies have concentrated on, and provided improved technology for, the cardiac monitoring
market. However, EEG technology has remained virtually unchanged since its inception.

The Physiometrix Solution

We believe that the availability of a low-cost, easy to use monitoring device such as the PSA 4000
could substantially increase brain monitoring during surgery and has the potential to become the
standard of care in brain monitoring during the administration of general anesthesia. The PSA 4000
was developed to provide patient brain activity during surgical procedures involving general anesthesia.
The PSArray2, which attaches to and is used with the PSA 4000, is a disposable frontal headpiece that
attaches to a patient’s forehead to collect EEG data for analysis by the PSA 4000. During surgical
procedures involving general anesthesia, the PSA 4000 will constantly monitor data and alert the
anesthesiologists as to a patient’s state of consciousness and provide the anesthesiologist with a readout
regarding a patient’s ideal anesthetized state. We believe that monitoring a patient’s brain activity
during surgery will improve patient safety and lower costs per surgical procedure by better controlling
the amount of anesthesia administered during surgeries.

On February 10, 2004, we received clearance from the FDA for commercial distribution of our
PSA 5000 next generation monitor. The PSA 5000 is a new state of the art monitor that is more
powerful, cost effective and ergonomic than its predecessor the PSA 4000. We anticipate launch of the
product through our exclusive distribution partner, Baxter Healthcare (“Baxter”), in late 2004 or early
2005. We do not believe that the PSA 5000 will cause any obsolescence issue with the PSA 4000. We
plan to manage the transition of the products to ensure the utilization and sale of all PSA 4000
monitors.

Current Financial Condition

Since inception, we have incurred cumulative net losses of approximately $59.7 million, including
losses of approximately $8.1 million during 2003. For the year ended December 31, 2003, we used
$3.8 million in cash flows from operating activities, and raised net proceeds of $7.5 million in
connection with a private placement transaction in December 2003.

Our principal source of liquidity at December 31, 2003 consisted of cash, cash equivalents and
short-term investments, which aggregated $7.6 million. We had a net working capital deficit of
$3.7 million at December 31, 2003, which is due primarily to a warrant derivative issued in connection
with our common stock financing in December 2003, which raised net proceeds of approximately
$7.5 million. The warrants were classified as derivatives due to the possibility of the Company having to
make a cash settlement, including penalties, in the event we failed to register the shares underlying the




warrants under the Securities Act of 1933, as amended within 90 days after the closing of the private
placement transaction. A registration statement covering the shares sold in the private placement, along
with the shares underlying the warrants, was filed with the Securities and Exchange Commission on
Form S-3 and declared effective on February 5, 2004. Therefore the value of the warrants has been
reclassified as equity in the first quarter of 2004 and there is no future cash requirement on behalf of
the Company.

We believe that our existing cash, cash equivalents and short-term investments on hand at
December 31, 2003 will be sufficient to conduct operations as planned through the third quarter of
2005.

Business Strategy

Our objective is to become the leader in the design, development and commercialization of
anesthesia monitoring technology. Key elements of our strategy include the following:

* Design and Develop Innovative, Proprietary Products for the Neurology, Intensive Care Unit and
Surgical Markets. Physiometrix plans to capitalize on the growing recognition among medical
professionals of easy to use and reliable methods of brain monitoring. We intend to remain
focused on the development and marketing of products for surgery and the intensive care unit
including products that are designed to expand the use of neurological monitoring. We have
substantial design and development expertise in the neurological monitoring field and will seek
to position ourselves at the forefront of innovation in this industry.

Diversify Product Offerings to Increase Market Penetration. We seek to offer a range of products,
including hardware and disposable products designed to encourage broader use of EEG
monitoring. Toward this end, we developed and received FDA 510(k) clearance for the
PSArray2, a frontal headpiece for use with the PSA 4000 system in October 2002 and for the
PSA 5000 next generation monitor in February 2004,

* Broaden Marketing Channels. We have already established a strategic relationship with Baxter for
distribution of our PSA 4000 in the United States and Canada. We will seek to secure an
exclusive partner for distribution in major international markets, principally Europe and Japan.

* Qutsource Manufacturing to Control Costs. We outsource many manufacturing processes to
qualified contract manufacturers to control costs, maintain quality and reduce capital investment,
while retaining control over key proprietary processes for certain components of our products.

Products and Technology

PSA 4000. We developed the PSA 4000 for brain monitoring in the operating room. The
PSA 4000 uses a single use disposable appliance to record EEG for continuous analysis. The PSA 4000
was designed to extract data known to be sensitive to the functional level of each region of the brain,
the adequacy of blood supply and the interaction of each region with neighboring regions on the
opposite side of the brain. Based on such measurements, statistical procedures will be used to deliver
an analysis of the data into a measurement for monitoring the effects of anesthesia. During
intraoperative procedures, the PSA 4000 will constantly monitor data and alert the anesthesiologist as
to changes in the patient’s state of consciousness. The PSA 4000 will provide the anesthesiologist with a
readout regarding the patient’s ideal anesthetized state.

Traditionally, the anesthesiologist has had three objectives:
* put the patient to sleep

* prevent patient response to pain




* ensure that the patient does not move during surgery

Typically, a combination of drugs is used to accomplish this, including analgesics to block pain,
drugs to induce unconsciousness and muscle relaxants to immobilize the patient. However, current
anesthesia practice is not always successful. Cases of surgical awareness are reported each year and,
while fewer in number, deaths during general anesthesia also occur. Other known issues related to
overmedication include nausea and exceptionally long recovery time.

Brain monitoring with traditional EEG techniques involves lengthy setups, the use of flammable
materials, and cumbersome equipment. Traditional EEG devices also require a neurologist to interpret
their data output. As a result, anesthesiologists are generally reluctant to use EEG monitoring, despite
the potential benefits offered by brain monitoring such as improved patient safety and shorter patient
recovery times. Our PSA 4000 provides a simple automated resolution of the difficulties of EEG use
and interpretation in the operating room.

We believe that monitoring a patient’s brain activity during surgery will improve patient safety and
lower costs per surgical procedure by better controlling the amount of anesthesia administered during
surgeries. This will reduce the amount of postoperative recovery time required.

There is also a market opportunity for the use of awareness monitoring during the administration
of sedation to patients in recovery rooms and during certain diagnostic and therapeutic procedures
which are performed outside the operating room. We are ready to adapt our technology to any
modular monitoring system now in use in operating rooms around the world.

The PSA 4000 consists of EEG hardware with a single use disposable sensor and an 8-channel
preamplifier input. The PSA 4000 functions include testing electrode impedance, amplifier calibration,
EEG collection, quantitative analysis after artifact removal (brain wave abnormalities resulting from
external stimulation, eye blinking or muscle movement), display and storage.

The PSA 4000 represents a revised approach for brain monitoring during surgery. Market
acceptance of this product will be dependent upon, among other things, the willingness of physicians,
EEG technicians and others to adopt these products. Market acceptance will also be dependent upon
our ability to convince potential users of the cost and efficacy advantages of this product. Since
commercial introduction of the PSA 4000 in 2000, we have ascertained that the lack of a frontal
headpiece for use in capturing signals from the brain has affected market acceptance. Accordingly, we
developed and received regulatory approval for such a headpiece. The PSArray2 frontal headpiece,
which received FDA 510(k) approval on October 7, 2002, is attached only to the patient’s forehead and
is therefore easier to attach than our original headpiece. We believe, based on our market research and
feedback, that the availability of the PSArray2 frontal headpiece will enhance the attractiveness of the
PSA 4000.

PSA 5000. On February 10, 2004, we received clearance from the FDA for commercial
distribution of our PSA 5000 next generation monitor. The PSA 5000 is a new state of the art monitor
that is more powerful, cost effective and ergonomic than its predecessor the PSA 4000. We anticipate
launch of the product through our exclusive distribution partner, Baxter Healthcare, in late 2004 or
early 2005. We do not believe that the PSA 5000 will cause any obsolescence issue with the PSA 4000.
We plan to manage the transition of the products to ensure utilization of all PSA 4000 monitors.

Other Products:

We have several products that we sell including the e-Net and disposable biosensors and related
accessories, which provide a small revenue stream to us. We maintain our current customer base and
do not actively promote these products. The following is a brief description of these products.




e-Net. The e-Net is a headpiece designed to position and hold the HydroDot disposable
biosensors symmetrically against the scalp during an EEG study. The e-Net is manufactured from a
proprietary elastic material and positions 20 biosensors according to the internationally recognized
10-20 System (defined below) on head sizes varying from 48 to 62 centimeters in circumference. The
10-20 System is a standard, universal methodology for marking and measuring the patient’s scalp for
electrode placement in EEG procedures.

HydroDot Disposable Biosensors. The HydroDot biosensors are disposable and are used in lieu of
conventional cup electrodes to acquire EEG signals from a patient. The biosensors are packaged in
ready-to-use sealed trays of 24 sensors. Minimal skin preparation and no collodion are required when
the sensors are inserted into the sockets on the e-Net.

HydroSpot. We developed the HydroSpot biosensor for those technicians who want the benefits of
the HydroDot biosensors, but do not wish to use the e-Net because they prefer a procedure setup
similar to that used with conventional cup electrodes. The HydroSpot is a hydrogelled disposable
biosensor attached to a reusable lead wire and will be offered as an alternative to the conventional cup
electrodes typically employed in EEG procedures.

Marketing and Distribution

We selected Baxter, a major medical products company with substantial experience and capabilities
in sales of capital equipment to hospitals, anesthesiologists and other potential users of brain
monitoring systems, as our exclusive distribution partner in the United States and Canada for the PSA
4000. We currently intend to maintain our clinical sales force at its current level to market the PSA
4000 in conjunction with Baxter and to secure a partner for distribution in major international markets,
principally Europe and Japan.

In May 2000, we entered into a distribution arrangement with Baxter for the exclusive distribution
of our PSA 4000 in the United States and Canada. The agreement was amended on February 12, 2003.
Under the terms of the amended agreement, and in order to maintain exclusivity, Baxter is required to
make quarterly minimum purchases under the contract. The contract is for five years from May 2000
and is cancelable by either party after December 31, 2003, with six months notice.

Research and Development

Research and development activities are performed by our internal research and development staff,
whose activities are augmented by the use of outside consultants for particular projects and areas of
specialization. We have retained consultants for hardware and software design and clinical evaluation
and development of the PSA 4000 and PSA 5000. Our future research and development efforts are
expected to be focused on continued development of the PSA 4000 and PSA 5000 technology and
related product enhancements and extensions. We expect research and development efforts associated
with the PSA 5000 to amount to less than $500,000 in 2004.

Research and development expenses for the years ended December 31, 2001, 2002 and 2003 were
$3,850,155, $2,229,736 and $1,567,155 respectively, none of which was customer funded.

Manufacturing

We manufacture our products at our facilities in North Billerica, Massachusetts. Production occurs
in approximately 5,000 square feet of space utilizing standard production equipment for most processes
and proprietary equipment for several specialized operations. Our production area includes a
segregated area where temperature can be controlled and maintained for the production of the
HydroDot biosensors. We intend to increase outsourcing of manufacturing to contract manufacturers




for certain components in order to reduce cost and capital requirements and improve quality, while
retaining control over certain proprietary manufacturing processes.

We manufacture our products in conformance with FDA's Good Manufacturing Practices (GMPs).
We are ISO 9001 certified and Certified Europe (CE)-marked both of which are required for the sale
of our products in Europe. Any failure by us to remain in compliance with the GMPs or comply with
ISO 9001 standards could have a material adverse effect on our business, financial condition and results
of operation.

We purchase components from various suppliers and rely on single source suppliers for several
parts. To date, we have not experienced any significant adverse effects resulting from shortages of
components. Delays associated with any future component shortages, particularly as we scale up our
manufacturing activities, would have a material adverse effect on our business, financial condition and
results of operations. We actively monitor inventory positions of all critical parts and purchase required
materials in order to prevent productions delays. This, however, is not a guarantee that shortages will
not occur.

We currently manufacture our PSA 4000 product as well as our HydroDot NeuroMonitoring
Systems in limited quantities. We do not have experience in manufacturing our products in commercial
quantities. Manufacturers often encounter difficulties in scaling up production of products, including
problems involving production yields, quality control and assurance, component supply and lack of
qualified personnel. Difficulties encountered by us in scaling up manufacturing could have a material
adverse effect on our business, financial condition and results of operations.

Competition

We believe that the primary competitive factors in the market for neurological monitoring devices
are the ability to provide products that can improve clinical efficacy, reduce patient setup time, and
contribute to improvement of laboratory operating efficiencies. We believe that the innovations we have
developed in the field of neurology monitoring can potentially afford us a competitive advantage. There
is currently one other company, Aspect Medical, that has a commercial product for brain monitoring
during anesthesia similar to the PSA 4000. The PSA 5000, which received FDA 510(k) clearance in
February 2004, was developed to be more powerful, cost effective and ergonomic than the PSA 4000.

Patents and Proprietary Rights

Our policy is to protect our proprietary position by, among other methods, filing United States and
foreign patent applications to protect technology, inventions and improvements that are important to
our business. The patent positions of medical device companies, including ours, are uncertain and
involve complex and evolving legal and factual questions. The coverage sought in a patent application
either can be denied or significantly reduced before or after the patent is issued. Consequently, there
can be no assurance that any patent applications will result in the issuance of patents, or that our
issued or any future patents will provide significant protection or commercial advantage or will not be
circumvented by others. Since patent applications are secret until patents are issued in the United
States or corresponding applications are published in international countries, and since publication of
discoveries in the scientific or patent literature often lags behind actual discoveries, we cannot be
certain that we were the first to make the inventions covered by each of our pending patent
applications or that we were the first to file patent applications for such inventions. There can be no
assurance that patents held by or licensed to us or any patents that may be issued as a result of our
pending or future patent applications will be of commercial benefit, afford us adequate protection from
competing products or technologies or will not be challenged by competitors or others or declared
invalid. Also, there can be no assurance that we will have the financial resources to defend our patents
from infringement or claims of invalidity.




In the event a third party has also filed a patent application relating to an invention claimed in
one of our patent applications, we may be required to participate in an interference proceeding
declared by the United States Patent and Trademark Office (“US PTO”) to determine priority of
invention, which could result in substantial uncertainties and costs to us, even if the eventual outcome
is favorable to us. There can be no assurance that any patents issued to us would be held valid by a
court of competent jurisdiction.

We rely upon trade secret protection for certain unpatented aspects of other proprietary
technology. There is no assurance that others will not independently develop or otherwise acquire
substantially equivalent proprietary information or techniques, others will not otherwise gain access to
our proprietary technology or disclose such technology, or we can meaningfully protect our trade
secrets.

We typically require our employees and consultants to execute appropriate confidentiality and
proprietary information agreements upon the commencement of employment or consulting relationship
with us. These agreements generally provide that all confidential information developed or made
known to the individual by us during the course of the individual’s relationship with us, is to be kept
confidential and not disclosed to third parties, except in specific circumstances. The agreements
generally provide that all inventions conceived by the individual in the course of rendering services to
us shall be the exclusive property of ours, however, certain of our agreements with consultants, who
typically are employed on a full time basis by academic institutions or hospitals, do not contain
assignment of invention provisions. There can be no assurance, however, that these agreements will
provide meaningful protection or adequate remedies for us in the event of unauthorized use, transfer
or disclosure of such information or inventions.

Government Regulation
United States

Our PSA 4000, including its PSArray2, HydroDot NeuroMonitoring System, including its family of
e-Nets, and HydroDot biosensors, HydroSpot, and other potential products are and will be regulated in
the United States as medical devices by the FDA under the Federal Food, Drug, and Cosmetic Act
(“FDC Act”) and require premarket clearance or approval by the FDA prior to commercialization. In
addition, certain material changes or modifications to medical devices also are subject to FDA review
and clearance or approval. Pursuant to the FDC Act, the FDA regulates the research, testing,
manufacture, safety, labeling, storage, record keeping, advertising, distribution and production of
medical devices in the United States. Noncompliance with applicable requirements can result in
warning letters, fines, injunctions, civil penalties, recall or seizure of products, total or partial
suspension of production, failure of the government to grant premarket clearance or premarket
approval for devices, and criminal prosecution. Medical devices are classified into one of three classes,
Class 1, II or III, on the basis of the controls deemed by FDA to be necessary to reasonably ensure
their safety and effectiveness. Class 1 devices are subject to general controls {e.g., labeling, premarket
notification and adherence to Good Manufacturing Practices (“GMP”). Class Il devices are subject to
general controls and to special controls (e.g., performance standards, postmarket surveillance, patient
registries, and FDA guidelines). Generally, Class IIT devices are those which must receive premarket
approval by the FDA to ensure their safety and effectiveness (e.g., life sustaining, life supporting and
implantable devices, or new devices which have not been found substantially equivalent to legally
marketed devices), and require clinical testing to ensure safety and effectiveness and FDA approval
prior to marketing and distribution. The FDA also has the authority to require clinical testing of
Class I and Class 1I devices. A premarket approval (“PMA”) application must be filed if the proposed
device is not substantially equivalent to a legally marketed predicate device or if it is a Class II device
for which the FDA has called for such applications.
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If human clinical trials of a device are required and if the device presents a “significant risk,” the
manufacturer or the distributor of the device is required to file an investigational device exemption
(“IDE”) application prior to commencing human clinical trials. The IDE application must be supported
by data, typically including the results of animal and, possibly, mechanical testing. If the IDE
application is approved by the FDA, human clinical trials may begin at a specific number of
investigational sites with a maximum number of patients, as approved by the agency. Sponsors of
clinical trials are permitted to sell those devices distributed in the course of the study provided such
costs do not exceed recovery of the costs of manufacture, research, development and handling. The
clinical trials must be conducted under the auspices of an independent institutional review board
(“IRB”) established pursuant to FDA regulations.

Generally, before a new device can be introduced into the market in the United States, the
manufacturer or distributor must obtain FDA clearance of a 510(k) notification or approval of a PMA
application. If a medical device manufacturer or distributor can establish that a device is “substantially
equivalent” to a legally marketed Class I or Class II device, or to a Class II device for which the FDA
has not called for a PMA, the manufacturer or distributor may seek clearance from the FDA to market
the device by filing a 510(k) notification. The 510(k) notification may need to be supported by
appropriate data establishing the claim of substantial equivalence to the satisfaction of the FDA. The
FDA recently has been requiring a more rigorous demonstration of substantial equivalence.

Following submission of the 510(k) notification, the manufacturer or distributor may not place the
device into commercial distribution until an order is issued by the FDA. No law or regulation specifies
the time limit by which the FDA must respond to a 510(k) notification. At this time, the FDA typically
responds to the submission of a 510(k) notification within 90 days. An FDA order may declare that the
device is substantially equivalent to another legally marketed device and allow the proposed device to
be marketed in the United States. The FDA, however, may determine that the proposed device is not
substantially equivalent or require further information, including clinical data, to make a determination
regarding substantial equivalence. Such determination or request for additional information could delay
market introduction of the products that are the subject of the 510(k) notification.

If a manufacturer or distributor of medical devices cannot establish that a proposed device is
substantially equivalent to a legally marketed device, the manufacturer or distributor must seek
premarket approval of the proposed device through submission of a PMA application. A PMA
application must be supported by extensive data, including preclinical and clinical trial data, as well as
extensive literature to prove the safety and effectiveness of the device. Following receipt of a PMA
application, if the FDA determines that the application is sufficiently complete to permit a substantive
review, the FDA will “file” the application. Under the FDC Act, the FDA has 180 days to review a
PMA application, although the review of such an application more often occurs over a protracted time
period, and generally takes approximately two years or more from the date of filing to complete.

The PMA application approval process can be expensive, uncertain and lengthy. A number of
devices for which premarket approval has been sought have never been approved for marketing. The
review time is often significantly extended by the FDA, which may require more information or
clarification of information already provided in the submission. During the review period, an advisory
committee likely will be convened to review and evaluate the application and provide recommendations
to the FDA as to whether the device should be approved. In addition, the FDA will inspect the
manufacturing facility to ensure compliance with the FDA's GMP requirements prior to approval of an
application. If granted, the approval of the PMA application may include significant limitations on the
indicated uses for which a product may be marketed.

We received clearance of 510(k) premarket notification from the FDA to market the PSA 4000,
PSA 5000, PSArray2, HydroDot NeuroMonitoring System, HydroSpot and Equinox EEG System for
EEG monitoring and the EP System for certain external defibrillation applications and Radio
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Frequency (“RF”) return during electrosurgical procedures where a combination of defibrillation and
RF return indications is required.

We are also required to register as a medical device manufacturer with the FDA and state
agencies and to list our products with the FDA. As such, we will be inspected by both FDA and state
agencies for compliance with the FDA's GMP and other applicable regulations. These regulations
require that we manufacture our products and maintain our documents in a prescribed manner with
respect to manufacturing, testing and control activities. Further, we are required to comply with various
FDA requirements for design, safety, advertising and labeling.

We are required to provide information to the FDA on death or serious injuries alleged to have
been associated with the use of our medical devices, as well as product malfunctions that would likely
cause or contribute to death or serious injury if the malfunction were to recur. In addition, the FDA
prohibits an approved device from being marketed for unapproved applications. If the FDA believes
that a company is not in compliance with the law, it can institute proceedings to detain or seize
products, issue a recall, enjoin future violations and assess civil and criminal penalties against the
company, its officers and its employees. Failure to comply with the regulatory requirements could have
a material adverse effect on our business, financial condition and results of operations.

The advertising of most FDA regulated products is subject to both FDA and Federal Trade
Commission jurisdiction. We also are subject to regulation by the Occupational Safety and Health
Administration and by other governmental entities.

Regulations regarding the -manufacture and sale of our products are subject to change. We cannot
predict what impact, if any, such changes might have on our business, financial condition or results of
operations. ‘ '

International

International sales of our products are subject to the regulatory agency product registration
requirements of each country. The regulatory review process varies from country to country. We have
obtained necessary regulatory approvals in certain European countries and will continue to seek
approval in Japan in connection with future marketing and sales efforts.

In connection with future sales in the European market, we implemented policies and procedures
which allowed our manufacturing and quality assurance processes to receive EN46001:1996 and
ISO13485:1996 certification. These standards for quality operations have been developed to ensure that
companies know, on a worldwide basis, the standards of quality to which they will be held. The
European Union has promulgated rules which require that medical products receive the CE mark, an
international symbol of quality and compliance with applicable European medical device directives. We
received our EC certificate for electroencephalograph products to market the PSA 4000 in the
European community.
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Third Party Relmbursement

In the United States, health care providers, such ‘as hospltals and physicians, that purchase medical
devices such as our products, generally rely on third party payors, principally federal Medicare, state
Medicaid and private health insurance plans, to reimburse all or part of the cost of therapeutic and
diagnostic catheterization procedures. Reimbursement for neurophysiological monitoring procedures
performed using devices that have received FDA clearance or approval has generally been available in
the United States. We anticipate that in a capitated payment system, such as the Diagnostically Related
Group (“DRG”) system utilized by Medicare and many managed care systems used by private health
care payors, the cost of our products will be incorporated into the overall cost of the procedure and
that there will be no separate, additional reimbursement for our products,

Internationally, future market acceptance of our products may be dependent in part upon the
availability of reimbursement within prevailing health care payment systems. Reimbursement and health
care payment systems in international markets vary significantly by country. The main types of health
care payment Systems in international markets are government sponsored health care and private
insurance. There can, however, be no assurance that reimbursement for procedures performed using
our products will be available in international markets under either governmental or prlvate
reimbursement systems.

We could be adversely affected by changes in reimbursement policies of governmental or private
health care payors, particularly to the extent any such changes affect reimbursement for procedures in
which our products are used. Failure by physicians, hospitals and other users of our products to obtain
sufficient reimbursement from health care payors for procedures in which our products are used, or
adverse changes in governmental and private third party payors’ policies toward reimbursement for
such procedures, would have a material adverse effect on our business, financial condition and results
of operations.

Product Liability and Insurance

Our business involves the risk of product liability claims. We have not experienced any product
liability claims to date. Although we maintain product liability insurance with coverage limits of
$2 million per occurrence and an annual aggregate maximum of $3 million, there can be no assurance
that product liability claims will not exceed such insurance coverage limits, which could have a material
adverse effect on us, or that such insurance will be available on commercially reasonable terms or at
all.

Employees

As of December 31, 2003, we had 38 full time employees. Of these employees, 10 were engaged in
research and development activities, 9 in manufacturing and manufacturing engineering, 6 in quality
assurance and regulatory affairs, 7 in sales and marketing, and 6 in general and administrative
functions. No employees are covered by collective bargaining agreements, and we believe we maintain
good relations with our employees.

General Information

Physiometrix was incorporated in Delaware in 1996. Our headquarters location and mailing
address is Five Billerica Park, 101, Billerica Ave., N. Billerica, Massachusetts 01862, and the telephone
number at that location is (978) 670-2422. Our Common Stock trades on the Nasdaq SmaliCap Market
under the symbol “PHYX.” Our website is located at http://www.physiometrix.com: We make our
periodic and current reports that are filed with the Securities and Exchange  Commission.(“SEC”),
including reports on Form 10-K, Form 10-Q and Form 8-K, available, free of charge, on our website as
soon as reasonably practicable after such materials are electronically filed with, or furnished to, the
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SEC. In addition, the public may read and copy any materials filed with the SEC at the SEC’s Public
Reference Room at 450 Fifth Street, NW, Washington DC 20549. Information about the SEC’s Public
Reference Room may be obtained by calling the SEC at 1-800-SEC-0330. All reports and information
electronically filed by us with the SEC may also be obtained on the SEC’s website located at
http://www.sec.gov.

Risk Factors

You should carefully consider the risks described below before making an investment decision. We
believe that the risks and uncertainties described below are the principal material risks facing us as of
the date of this Form 10-K. In the future, we may become subject to additional risks that are not
currently known to us. If any of the following risks actually occur, our business, financial condition and
operating results could be seriously harmed. As a result, the trading price of our common stock could
decline, and you could lose all or part of the value of your investment.

We may need additional funds, and such funds may not be available on commercially reasonable
terms when we need them.

We plan to continue to expend substantial funds for obtaining regulatory approvals, continuing
sales and marketing activities and research and development. We may be required to expend greater
than anticipated funds if unforeseen difficulties arise in the course of obtaining necessary regulatory
approvals or in other aspects of our business, which would affect our future liquidity and capital
requirements. There can be no assurance, however, that sufficient revenues to meet these expenses will
be achieved.

We completed a private placement in December 2003, through which we raised net proceeds of
approximately $7.5 million. We expect that the proceeds from this private placement will allow us to
have funds to conduct planned operations through at least the third quarter of 2005. We may seek to
raise capital through equity and/or debt issuance when such capital is available to us. There is no
assurance, however, that we will be able to raise additional capital on acceptable terms. Future equity
financings may result in dilution to the holders of our common stock. Future debt financings may
require us to pledge assets and to comply with financial and operational covenants.

We are dependent upon the PSA 4000, and if we are unable to introduce and successfully
commercialize this product, our business will be seriously harmed.

Our business is completely dependent upon the PSA 4000. If we are unable to achieve widespread
market acceptance for the PSA 4000, we will not be able to sustain or grow our business. In this event,
our business and operating results would be seriously harmed and our stock price would likely decline.

During 2001, we began development of the PSArray2, which is a new frontal-only disposable array
sensor that attaches to and is used with our PSA 4000 consciousness-monitoring system. The PSArray2
was developed in an effort to improve market acceptance of the PSA 4000. We submitted our FDA
510(k) application for the commercial clearance of the PSArray2 on February 28, 2002 and received
FDA 510(k) clearance for the PSArray2 on October 7, 2002. The introduction and successful
commercialization of this product is critical to our future success. We commercially introduced this
product in October 2002 at the annual American Society of Anesthesiologists meeting and began
shipments of this product to Baxter during the fourth quarter of 2002. Initial commercialization efforts
for this product have only recently begun, and we are not currently able to predict as to when or
whether this product will achieve commercial acceptance.
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We will not be able to achieve revenue growth or profitability if hospitals and anesthesia service
providers do not buy and use the PSA 4000, our current principal product, in sufficient quantities.

Our revenue growth and prospects will depend on customer acceptance and usage of the PSA
4000. Customers may determine that the cost of the PSA 4000 exceeds cost savings in drugs, personnel
and post-anesthesia care recovery resulting from use of the PSA 4000. In addition, hospitals and
anesthesia providers may not accept the PSA 4000 as an accurate means of assessing a patient’s level of
consciousness during surgery if patients regain consciousness during surgery while being monitored with
the PSA 4000, or if the PSA 4000 is determined not to be a clinically reliable measuring system for
other reasons. If hospitals and anesthesia providers do not accept the PSA 4000 as cost-effective,
accurate or reliable, they will not buy and use the PSA 4000 in sufficient quantities to enable us to be
profitable. In this event, our business, operating results and long-term prospects would be seriously
harmed. Our stock price would also likely decline.

Since the second quarter of 2001, we experienced a sharp downturn in orders and in end-user
demand for the PSA 4000. We believe that this downturn is due in part to economic conditions
generally and in the healthcare sector in particular. In addition, marketing programs instituted by one
of our competitors have adversely affected our ability to sell PSA 4000 products. More specifically,
however, as a result of market feedback, we concluded that we needed to introduce a simpler
headpiece for use with the PSA 4000. Therefore, the PSArray2 was developed, and we received FDA
510(k) clearance for the PSArray2 on October 7, 2002. Even with FDA clearance for this headpiece, we
cannot assure that introduction of the PSArray2 will improve market acceptance of the PSA 4000 or
our results of operations. At this point, we are currently unable to accurately predict future demand for
the PSA 4000, and we cannot assure you that the current economic environment and current product
market environment will not continue. In February 2004, we received clearance from the FDA for
commercial distribution of our PSA 5000 next generation monitor. The PSA 5000 is a new state of the
art monitor that is more powerful, cost effective and ergonomic than its predecessor the PSA 4000, We
anticipate launch of the product through our exclusive distribution partner, Baxter Healthcare, late in
2004 or early in 2005. Even with FDA clearance for the PSA 5000, we cannot assure that the
introduction of the PSA 5000 will be accepted by customers, perform as anticipated or improve our
results of operations or competitive position. As the PSA 5000 has not been released for commercial
sale, there is no way to predict commercial viability or future demand of this product.

We are significantly dependent on Baxter for our future sales, including sale of our inventories. We
have not provided any additional inventory valuation reserves based upon Baxter’s current intention to
purchase such inventories, although Baxter is not under any obligation to do so. If Baxter does not
purchase our inventory, we will need to record inventory reserves which would result in charges to
operating results which could be material.

We expect to continue to incur losses in the future, and we cannot assure you that we will ever
become profitable.

We have incurred net losses in each year since inception. We expect to continue to incur
substantial research and development, sales and marketing and general and administrative expenses in
future periods. We will spend these amounts before we receive any incremental revenue from these
efforts. Therefore, our losses will be greater than the losses we would incur if we developed our
business more slowly. In addition, we may find that these efforts are more expensive than we currently
anticipate, which would further increase our losses. Failure to become and remain profitable may
depress the market price of our common stock and our ability to raise capital and continue our
operations.
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We have a limited operating history that you may use to assess our prospects, and we have no
operating experience or history related to the PSA 4000, our current principal product.

We have a limited history of operations. Since our inception in January 1990, we. have been
primarily engaged in research and development of neurophysiological monitoring products. To date, we
have sold only a relatively small number of units of our HydroDot NeuroMonitoring System and these
sales have generated only limited revenues. Furthermore, these products are not central to our core
business, which relates to the development and commercialization of the PSA 4000, and in the future,
the PSA 5000. We have had limited revenues from commercial sales of the PSA 4000 and have not yet
released the PSA 5000 for commercial sale. Accordingly, our historical results of operations may be of
limited utility in evaluating our future prospects. In addition, we do not have experience in
manufacturing, marketing or selling our products in quantities necessary for achieving profitability.
Whether we can successfully manage the transition to a larger scale commercial enterprise will depend
upon the successful development of our manufacturing capability, the development of our marketing
and distribution network, obtaining U.S. FDA and foreign regulatory approvals for future products and
other potential products and strengthening our financial and management systems, procedures and
controls. With respect to our PSA 4000, and in the future with respect to the PSA 5000, we will need
to develop in collaboration with third parties, a sales and marketing effort targeted towards .
anesthesiologists, rather than neurologists to whom we have previously marketed our products.
Accordingly, due to the significant change in our business associated with the PSA 4000, our historical
financial information is of limited utility in evaluating our future prospects, and we cannot assure that
we will be able to achieve or sustain revenue growth or profitability.

We face intense competition and may not be able to compete effectively, which could harm the
market for our products and our operating results.

We expect to face substantial competition from larger medical device companies that have greater
financial, technical, marketing and other resources than we do. As our resources in these areas are
extremely limited, any current or potential competitor of ours is likely to have greater resources in
these areas. In particular, Aspect Medical markets an anesthesia monitoring system that competes with
the PSA 4000. Aspect has received FDA clearance for this system and is marketing it in the U.S and
internationally. We may not be able to compete effectively with Aspect or other potential competitors.
Other companies may develop anesthesia-monitoring systems that perform better than the PSA 4000
and/or sell for less. Competition in the sale of anesthesia-monitoring systems could result in the
inability of the PSA 4000 to achieve market acceptance, price reductions, fewer orders, reduced gross
margins and inability to establish or erosion of market share. In addition, the PSA 5000 has not been
released for commercial sale and by the time it is released, competition and new or enhanced
technologies could result in the inability of the PSA 5000 to achieve market acceptance. Any of these
events would harm our business and operating results and cause our stock price to decline.

We may not be able to keep up with new products or alternative techniques developed by
competitors, which could impair our future growth and our ability to compete.

The medical industry in which we market our products is characterized by rapid product
development and technological advances. Our current or planned products are at risk of obsolescence
from:

* new monitoring products, based on new or improved technologies,

* new products or technologies used on patients or in the operating room during surgery in lieu of
monitoring devices,

*. electrical or mechanical interference from new or existing products or technologies,
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* alternative techniques for evaluating the effects of anesthesia,
* significant changes in:the methods of delivering anesthesia, and
* the development of new anesthetic agents.

We may not be able to improve our products or develop new products or technologies quickly
enough to maintain a competitive position in our markets and continue to grow our business.

If we do not successfully develop and introduce new or enhanced products, we could lose revenue
opportunities and customers.

As the market for anesthesia monitoring equipment matures, we need to develop and introduce
new products for anesthesia monitoring or other applications. In particular, we are developing versions
of the PSA 4000 for use in areas outside the traditional hospital operating room setting and the success
of these efforts and acceptance of our products and technology in these additional settings will be
critical to our future success. We face at least the following risks:

* we may not successfully adapt the PSA 4000 to function properly in the intensive care unit, for
procedural sedation, when used with anesthetics we have not tested or with patient populations
we have not studied, such as infants and young children, and

* our technology is complex, and we may not be able to develop it further for applications outside
anesthesia monitoring.

In addition, we recently received FDA clearance for our new product, the PSA 5000. The PSA
5000 has not yet been released for commercial sale. Prior to its release new or enhanced technologies
could emerge, resulting in the inability of the PSA 5000 to achieve market acceptance. In addition,
there is no assurance the PSA 5000 will perform as anticipated or that customers will accept or demand
this technology. Further, we may not be able to successfully adapt the PSA 5000 to other applications.

If we do not successfully adapt the PSA 4000 and PSA 5000 for new products and applications
both within and outside the field of anesthesia monitoring, then we could lose revenue opportunities
and customers. In this event, our business and results of operations would be harmed.

We have experienced significant operating losses to date, and our future operating results could
fluctuate significantly.

We have experienced significant operating losses since inception and, as of December 31, 2003 had
an accumulated deficit of approximately $59.7 million. The development and commercialization of the
PSA 4000 and other new products, if any, will require substantial development, clinical, regulatory and
other expenditures. We expect our operating losses to continue for at least the next two years as we
continue to expend substantial resources to maintain marketing and sales activities, scale up
manufacturing capabilities, continue research and development and support regulatory and
reimbursement approvals. Results of operations may fluctuate significantly from quarter to quarter and
will depend upon numerous factors, including actions relating to regulatory and reimbursement matters,
and market acceptance of the PSA 4000, and the future market acceptance of the PSA 5000. In
addition, competition, availability of third party reimbursement and other factors may affect our future
results of operations. '

Our reliance on sole and limited source suppliers could harm our ability to meet customer
requirements in a timely manner or within budget,

Some of the components that are necessary for the assembly of our PSA 4000 are currently
provided to us by separate sole suppliers or a limited group of suppliers. We purchase components
through purchase orders rather than long-term supply agreements and generally do not maintain large

17




volumes of inventory. We have experienced shortages and delays in obtaining some of the components
of our PSA 4000 in the past, and we may experience similar delays or shortages in the future. The
disruption or termination of the supply of components could cause a significant increase in the costs of
these components, which could affect our profitability. A disruption or termination in the supply of
components could also result in our inability to meet demand for our products, which could lead to
customer dissatisfaction and damage our reputation. Furthermore, if we are required to change the
manufacturer of a key component of the PSA 4000, we may be required to verify that the new
manufacturer maintains facilities and procedures that comply with quality standards and with all
applicable regulations and guidelines. The delays associated with the verification of a new manufacturer
could delay our ability to manufacture the PSA 4000 in a timely manner or within budget.

Our business depends on our intellectual property rights, and measures we take to protect those
rights may not be sufficient.

The success of our business depends, in part, on our ability to obtain patents and maintain
adequate protection of our intellectual property for our technologies and products in the U.S. and
other countries. The laws of some foreign countries do not protect proprietary rights to the same extent
as the laws of the U.S., and many companies have encountered significant problems in protecting their -
proprietary rights in these foreign countries. These problems can be caused by, for example, a lack of
rules and processes allowing for a meaningful defense of intellectual property rights. If we do not
adequately protect our intellectual property, competitors may be able to practice our technologies and
erode our competitive advantage, and our business and operating results could be harmed.

The patent positions of technology companies, including our patent positions, are often uncertain
and involve complex legal and factual questions. We will be able to protect our proprietary rights from
unauthorized use by third parties only to the extent that our proprietary technologies are covered by
valid and enforceable patents or are effectively maintained as trade secrets. We apply for patents
covering our technologies and products as we deem appropriate. However, we may not obtain patents
on all inventions for which we seek patents, and any patents we obtain may be challenged and may be
narrowed in scope or extinguished as a result of such challenges. Our existing patents and any future
patents we obtain may not be sufficiently broad to prevent others from practicing our technologies or
from developing competing products. Others may independently develop similar or alternative
technologies or design around our patented technologies or products. These companies would then be
able to offer research services and develop, manufacture and sell products, which compete directly with
our research services and products. In that case, our revenues and operating results would decline.

In addition to patents, we rely on trade secrets and proprietary know how, which we seek to
protect, in part, through appropriate confidentiality and proprietary information agreements. These
agreements generally provide that all confidential information developed or made known to the
individual by us during the course of the individual’s relationship with us, is to be kept confidential and
not disclosed to third parties, except in specific circumstances. The agreements generally provide that
all inventions conceived by the individual in the course of rendering services to us are our exclusive
property. However, some of our agreements with consultants, who typically are employed on a full time
basis by academic institutions or hospitals, do not contain assignment of invention provisions. We
cannot assure you that proprietary information or confidentiality agreements with employees,
consultants and others will not be breached, that we would have adequate remedies for any breach, or
that our trade secrets will not otherwise become known to or independently developed by competitors.
Disclosure or misuse of our confidential information would harm our competitive position and could
cause our revenues and operating results to decline.
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We could become involved in litigation relating to intellectual property rights, and any such
litigation, even if resolved favorably to us, will result in significant cost and diversion of management’s
time and effort.

The medical device industry has been characterized by extensive litigation regarding patents and
other intellectual property rights, and companies in the medical device industry have employed
intellectual property litigation to gain a competitive advantage. We cannot assure you that we will not
in the future become subject to patent infringement claims and litigation or interference proceedings
declared by the United States Patent and Trademark Office (“US PTO”) to determine the priority of
inventions. The defense and prosecution of intellectual property suits, US PTO interference
proceedings and related legal and administrative proceedings are both costly and time consuming.
Litigation may be necessary to enforce patents issued to us, to protect trade secrets or know how
owned by us or to determine the enforceability, scope and validity of the proprietary rights of others.

Any litigation or interference proceedings will result in substantial expense to us and significant
diversion of effort by our technical and management personnel. An adverse determination in litigation
or interference proceedings to which we may become a party could subject us to significant liabilities to
third parties or require us to seek licenses from third parties. Costs associated with licensing or similar
arrangements that may be involved in statement of intellectual property disputes, including patent
disputes, may be substantial and could include ongoing royaities. Furthermore, there can be no
assurance that necessary licenses would be available to us on satisfactory terms if at all. Adverse
determinations in a judicial or administrative proceeding or failure to obtain necessary licenses could
prevent us from manufacturing, marketing and selling our products, which would seriously harm our
business and operating results and would likely cause our stock price to decline.

Our business entails the risk of product liability claims, and these claims could harm our
financial condition and our ability to maintain insurance coverage.

The manufacture and sale of our products expose us to product liability claims and product recalls,
including those which may arise from misuse or malfunction of, or design flaws in, our products or use
of our products with components or systems not manufactured or sold by us. Product liability claims or
product recalls, regardless of their ultimate outcome, could require us to spend significant time and
money in litigation or to pay significant damages. We currently maintain insurance; however, it might
not cover the costs of any product liability claims made against us. Furthermore, we may not be able to
obtain insurance in the future at satisfactory rates or in adequate amounts.

If we do not attract and retain skilled personnel, we will not be able to expand our business.

Our products are based on complex technology. Accordingly, we require skilled personnel to
develop, manufacture, sell and support our products. In addition, as we move to continue
commercialization of our products, we may require additional personnel skilled in the sales and
marketing of medical device products. Our future success will depend largely on our ability to continue
to hire, train, retain and motivate additional skilled personnel, particularly sales representatives and
clinical specialists who are responsible for customer education and training and post-installation
customer support. We continue to experience difficulty in recruiting and retaining skilled personnel
because the pool of experienced persons is small and we compete for personnel with other companies,
many of which have greater resources than we do. Consequently, if we are not able to attract and
retain skilled personnel, we will not be able to expand our business.
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Failure of users of the PSA 4000 to obtain adequate reimbursement from third party payers could
limit market acceptance of the system, which could prevent us from growing our business.

Anesthesia providers are generally not reimbursed separately for patient monitoring activities,
including any such activities that would involve use of the PSA 4000. Accordingly, potential users of the
PSA 4000 may have to justify its use based on the clinical and cost benefits they believe use of the
system provides. For hospitals and outpatient surgical centers, when reimbursement is based on charges
or costs, patient monitoring with the PSA 4000 may reduce reimbursements for surgical procedures,
because charges or costs may decline as a result of monitoring with the PSA 4000. Failure by hospitals
and other users of the PSA 4000 to obtain adequate reimbursement from third-party payers, or any
reduction in the reimbursement by third-party payers to hospitals and other users as a result of using
the PSA 4000 could limit market acceptance of the PSA 4000, which could prevent us from growing
our revenues and our business.

Our stock price may fluctuate, which may cause your investment in our stock to suffer a decline
in value.

The market price of our common stock has fluctuated significantly in the past and may fluctuate
significantly in the future in response to factors which are beyond our control. In addition, the stock
market in general has recently experienced extreme price and volume fluctuations. In particular, the
market prices of securities of technology and medical device companies have been extremely volatile,
and have experienced fluctuations that often have been unrelated or disproportionate to the operating
performance of these companies. These broad market fluctuations could result in extreme fluctuations
in the price of our common stock, which could cause a decline in the value of your shares.

We may incur significant costs from securities class litigation due to our stock price volatility.

Our stock price may fluctuate for many reasons, including timing of regulatory actions relating to
the PSA 4000 and PSA 5000, variations in our quarterly operating results and changes in market
valuations of medical device companies. Recently, when the market price of a stock has been volatile as
our stock price may be, holders of that stock have occasionally instituted securities class action
litigation against the company that issued the stock. If any of our stockholders were to bring a lawsuit
of this type against us, even if the lawsuit is without merit, we could incur substantial costs defending
the lawsuit. The lawsuit could also divert the time and attention of our management.

Our investments could lose market value and consequently harm our ability to fund continuing
operations.

The primary objective of our investment activities is to preserve principal while at the same time
maximizing yields without significantly increasing risk. To achieve this objective, we maintain our
portfolio of cash equivalents and short-term investments in a variety of securities, including government
and corporate obligations and money market funds. These securities are generally classified as available
for sale and consequently are recorded on the balance sheet at fair value with unrealized gains or
losses reported as a separate component of accumulated other comprehensive income (loss). The
market values of these investments may fluctuate due to market conditions and other conditions over
which we have no control. Fluctuations in the market price and valuations of these securities may
require us to record losses due to an impairment in the value of the securities underlying our
investment. This could result in future charges on our earnings. All securities are held in U.S. currency.

Investments in both fixed rate and floating rate interest earning instruments carry varying degrees
of interest rate risk. Fixed rate securities may have their fair market value adversely impacted due to a
rise in interest rates. In general, securities with longer maturities are subject to greater interest rate risk
than those with shorter maturities. While floating rate securities generally are subject to less interest
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rate risk than fixed rate securities, floating rate securities may produce less income than expected if
interest rates decrease. Due in part to these factors, our investment income may fall short of
expectations or we may suffer losses in principal if securities are sold that have declined in market
value due to changes in interest rates.

Anti-takeover provisions in our charter documents and under Delaware law could prevent or delay
transactions that stockholders may favor.

Provisions of our restated certificate of incorporation and amended and restated by-laws may
discourage, delay or prevent a merger or acquisition that stockholders may consider favorable, including
transactions in which you might otherwise receive a premium for your shares. These provisions include:

» authorizing the issuance of “blank check” preferred stock without any need for action by
stockholders,

* requiring supermajority stockholder voting to effect certain amendments to our restated
certificate of incorporation and amended and restated by-laws, ’

*» eliminating the ability of stockholders to call special meetings of stockholders,
* prohibiting stockholder action by written consent, and

* establishing advance notice requirements for nominations for election to the board of directors
or for proposing matters that can be acted on by stockholders at stockholder meetings.

Item 2. PROPERTIES

We lease an approximately 16,810 square foot facility in North Billerica, Massachusetts. This
facility includes manufacturing, laboratory and office space. The facility is leased through November 14,
2005, at which time we intend to.renew our lease, if funds are available to us. We believe these
facilities will be adequate to meet our current and reasonably anticipated future requirements.

Item 3. LEGAL PROCEEDINGS

We are not party. to any legal proceedings.

Item 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
Not applicable.
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PART II

Item 5. MARKET FOR REGISTRANT’S COMMON EQUITY AND RELATED STOCKHOLDER
MATTERS

Our Common Stock has been traded on the Nasdaq SmallCap Market under the symbol PHYX.
During 2001 and through October 29, 2002, our Common Stock was traded on the Nasdaq National
Market under the same symbol. The number of record holders of our Common Stock at February 27,
2004 was 84. The number of record owners was determined from our stockholder records maintained
by our transfer agent and does not include beneficial owners or our common stock whose shares are
held in the names of various security holders, dealers and clearing agencies. We believe that the
number of beneficial owners of our common stock held by others as or in nominee names exceeds
2,100 in number. We have not paid any dividends since our inception and do not intend to pay any
dividends in the foreseeable future.

We completed an initial public offering of 2,000,000 shares of Common Stock in April 1996. Prior
to the initial public offering, our Common Stock was not publicly traded.

On February 29, 2000, we closed a private placement of 2,080,340 shares of Common Stock.

On December 5, 2003, we completed a private placement of 4,957,487 shares of Common Stock
for gross proceeds of approximately $8.2 million, and $7.5 million net of cash offering costs. The shares
were sold at a price of $1.65 per share, based on the average closing bid prices for the five days ended
December 1, 2003. The shares were purchased by a select group of investors. In conjuncticn with the
placement of the shares of Common Stock, we issued to the investors warrants to purchase up to an
aggregate of 4,957,488 shares of our Common Stock, fifty percent (50%) of which have an exercise
price of $1.82 per share, and fifty percent (50%) of which have an exercise price of $2.48 per share.
The net proceeds of this private placement are intended for general corporate purposes, including sales
and marketing activities and research and development programs in the areas of neurological
monitoring.

The sale of the shares of Common Stock and the warrants were exempt from registration under
the Securities Act of 1933, as amended, pursuant to Section 4(2) thereof.

A registration statement covering the shares of Common Stock issued, and the shares of Common
Stock issuable upon exercise of the warrants, as part of the private placement completed in
December 2003 was filed with the Securities Exchange Commission on Form S-3 on December 11,
2003, and declared effective on February 5, 2004. Roth Capital Partners, LLC and Musket Research
Associates acted as placement agents for Physiometrix for this private placement. As placement agents
for the transaction, Roth Capital Partners, LLC and Musket Research Associates each received
warrants to purchase 247,874 shares of our Common Stock, for an aggregate of 495,748 shares, at an
exercise price of $1.98 per share.

Quarterly high and low stock prices are as follows:

Quarter Ended High Low

March 31, 2003 . .. ... $0.900 $0.400
June 30, 2003 .. ... e $1.750 $0.680
September 30, 2003 . .. ... $2.780  $1.020
December 31,2003 ... .. ... $3.500 $1.370
Quarter Ended _High  Lew

March 31, 2002 . .. . . $2.110 $0.930
June 30, 2002 . ... e e e $1.400 $0.790
September 30, 2002 . . . ... e $1.250 $0.630
December 31,2002 . .. ... e $0.990 $0.500




EQUITY COMPENSATION PLAN INFORMATION

The following table gives information about our common stock that may be issued upon the
exercise of options, warrants and rights under all of our existing equity compensation plans as of
December 31, 2003, including the 1991 Incentive Stock Plan, the 1996 Director Option Plan, the 2000
Supplemental Stock Plan, the 2001 Incentive Stock Plan and the placement agent warrants.

() .
Number of securities
remaining available

(a) for future issuance
Number of securities (b) under equity
to be issued upon Weighted-average compensation plans
exercise of outstanding exercise price of (excluding securities
options, warrants outstanding options, reflected in
Plan Category and rights warrants and rights column (a))
Equity compensation plans approved by
security holders(1). . ........ ... ... 1,815,392 $§ 232 1,310,802
Equity compensation plans not approved
by security holders(2) .............. : 1,500 $ 550 98,500

Total ....... ... ool 1,816,892 1,409,302

(1) Warrants to purchase an aggregate of 495,748 shares of Common Stock were issued to two
placement agents in connection with a private placement transaction we completed in
December 2003. These warrants have an exercise price of $1.98 per share and were approved by
the shareholders at the February 20, 2004 special meeting of shareholders.

(2) Options to purchase 1,500 shares of Common Stock were issued pursuant to our 2000
Supplemental Stock Plan, which does not require the approval of and has not been approved by
our stockholders. See description of the 2000 Supplemental Stock Plan below.

2000 Supplemental Stock Plan

On December 8, 2000, the Board of Directors approved the 2000 Supplemental Stock Plan (the
2000 Plan”). The 2000 Plan provides for the granting of non-qualified stock options to employees and
consultants at the fair market value of our common stock as of the date of grant. Options granted
under the 2000 Plan generally vest over a four year period with ¥ vesting after six months and Y
vesting each month thereafter, however, the vesting schedule can change on a grant-by-grant basis. The
2000 Plan provides that vested options may be exercised for 3 months after termination of employment
and for 12 months after termination of employment as a result of death or disability. We may select
alternative periods of time for exercise upon termination of service. The 2000 Plan permits options to
be exercised with cash, check, and certain other shares of our stock or consideration received by us
under a “cashless exercise” program. In the event that we merge with or into another corporation, or
sell substantially all of our assets, the 2000 Plan provides that each outstanding option will be assumed
or substituted for by the successor corporation. If such substitution or assumption does not occur, each
option will fully vest and become exercisable. There are 100,000 shares of common stock reserved
under the Plan, and 98,500 shares remaining for future issuance. The plan does not require the
approval of and has not been approved by our stockholders.
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Item 6. SELECTED FINANCIAL DATA

Year Ended December 31,

. 1999 2000 2001 2002 2003
Statements of Operations Data:
Revenues ................. $ 362,848 $ 2,466,595 § 2,718,305 $ 1,017,164 § 1,737,804
Costs and expenses:
Cost of products sold .. ... .. 796,346 2,957,652 6,627,461 1,151,344 2,096,347
Research and development ... 2,153,956 2,775,324 3,850,155 2,229,736 1,567,155
Selling, general and o ‘ o
administrative . . . ... ... .. 985,559 2,595,554 4,987,845 3,276,932 3,218,964
| 3,935,861 8,328,530 15,465,461 . 6,658,012 6,882,466
Operating loss . .. ........... (3,573,013)  (5,861,935) (12,747,156) (5,640,848) (5,144,662)
Change in fair value of warrant ‘
derivative . . . ... ... .. ... —_ — —_ —  (2,929,131)
Interest income . ............ 135,656 1,139,802 752,106 . 117,225 23,540
Netloss ............ oo $(3/437,357) $(4,722,133) $(11,995,050) $(5,523,623) $(8,050,253)
Basic and diluted net loss per I '
common share . ........... $ (0.60) $ 060) §  (142) % (0.66) $ (0.91)
Shares used in computing basic
and diluted net loss per ; ‘
common share ......... P 5,768,094 7,812,544 8,420,667 8,422,560 8,836,118
‘ December 31, :
S 1999 2000 2001 C2002 . . 2003
Cash, ‘cash equivalents and : : S ‘ R v :
short-term investments . .. $ 1,365,002 -$ 21,850,127 § 10,727,991 § 3,933917 § 7,626,049
Working capital (deficit) ... - 1,163,810 22,426,459 10,276,802 4980834 " (3,721,478)
Total assets . .. .:......... - 1,853,759 25,096,179 12,808,656 - 5,808,011 8,772,201
Accumulated deficit .. .... (29;362,258)  (34,084,391) (46,079,441) (51,603,064) (59,653,317)
Total stockholders’ equity ‘ ' ‘ ' '
(deficit). .. ........... 1,463,525 22,983,557 10,897,930 5,348,285 (3,541,810)
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Item 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

The following discussion of the financial condition and results of operations of Physiometrix should
be read in conjunction with the Financial Statements and related Notes thereto included elsewhere in
this Form 10-K. This Report on Form 10-K contains certain forward-looking statements within the
meaning of Section 27A of the Securities Act of 1933 and Section 21E of the Securities Exchange Act
of 1934 that involve risks and uncertainties. These statements typically may be identified by the use of
forward-looking words or phrases such as “believe,” “expect,” “intend,” “anticipate,” “should,”
“planned,” “estimated,” and “potential,” among others. All forward-looking statements included in this
document are based on our current expectations, and we assume no obligation to update any such
forward-looking statements. Actual events or results may differ materially from those projected in the
forward-looking statements as a result of the factors described herein in the Risk Factors section of
Item 1 of this Report on Form 10-K and in the documents incorporated herein by reference. The
Private Securities Litigation Reform Act of 1995 provides a “safe harbor” for such forward-looking
statements. In order to comply with the terms of the safe harbor, we note that a variety of factors
could cause actual results and experience to differ materially from the anticipated results or other
expectations expressed in such forward-looking statements. The risks and uncertainties that may affect
the operations, performance, development, and results of our businesses include, but are not limited to,
statements concerning (i) business strategy; (ii) products under development; (iii) other products;

(iv) marketing and distribution; (v) research and development; (vi) manufacturing; (vii) competition;
(viii) government regulation especially as it relates to Food and Drug Administration (“FDA”)
approvals; (ix) third-party reimbursement; (x) operating and capital requirements; (xi) clinical trials;
and (xii) other factors that might be described from time to time in periodic filings with the Securities
and Exchange Commission and include those set forth in this Annual Report on Form 10-K as “Risk
Factors”.

Overview

Since our inception in January 1990, we have been engaged primarily in the design and
development and more recently the manufacture and sale of noninvasive, advanced medical products.
Our products, which incorporate proprietary materials and electronics technology, are used in
neurological monitoring applications. Our principal product is the Patient State Analyzer (“PSA 4000”)
with the PSArray2, which is the frontal-only disposable array sensor which attaches to and is used with
our PSA 4000 consciousness-monitoring system. We received 510(k) clearance from the FDA for the
PSArray?2 in October 2002. The PSArray2 was developed in an effort to improve market acceptance of
the PSA 4000.

We have a limited history of operations and have experienced significant operating losses since our
inception. As of December 31, 2003, we had an accumulated deficit of approximately $59.7 million. We
anticipate that our operating results will fluctuate on a quarterly basis for the foreseeable future due to
several factors, including actions relating to regulatory and reimbursement matters, the extent to which
our products gain market acceptance, the introduction of the PSA 5000, the introduction of alternative
means for neurophysiological monitoring and competition. Results of operations will also be affected by
the progress of clinical trials and in-house development activities, and the extent to which we establish
distribution channels for our products domestically and internationally.

Since the third quarter of 2000, substantially all of our sales were to Baxter Healthcare
Corporation (“Baxter”) under a distribution agreement, which provides Baxter with exclusive
distribution rights to our PSA 4000 in the United States. The agreement extends through
September 30, 2005, but is cancelable by either party upon six months notice after December 31, 2003.
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Under the terms of the agreement, as amended in February 2003, if Baxter fails to meet minimum
purchase commitments, we have the option to convert their distribution agreement into a non-exclusive
relationship for the OR market segment. In 2003, Baxter failed to meet minimum purchase
requirements, however, we currently do not have any intention to enforce our right to change the terms
of the agreement, including Baxter’s exclusivity rights.

On February 10, 2004, we received clearance from the Food and Drug Administration (“FDA”) for
commercial distribution of our PSA 5000 next generation monitor. The PSA 5000 is a new state of the
art monitor that is more powerful, cost effective and ergonomic than its predecessor the PSA 4000. We
anticipate launch of the product through our exclusive distribution partner, Baxter Healthcare
(“Baxter”), in late 2004 or early in 2005.

Critical Accounting Policies

Qur significant accounting policies are described in Note 2 to the financial statements included in
Item 8 of this Form 10-K. Management believes the most critical accounting policies are as follows:

Use of Estimates

We prepare our financial statements in accordance with generally accepted accounting principles.
These principles require that we make estimates and use assumptions that affect the reported amounts
of assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial
statements and the reported amounts of revenues and expenses during the reporting period. Significant
estimates are made in connection with determining the market value of inventory, if lower than cost,
and establishing allowances for bad debts. Actual results could differ from those estimates.

Revenue Recognition

We recognize revenue for product sales upon shipment, net of allowances for discounts and
estimated returns which are also provided for at the time of shipment in accordance with Securities and
Exchange Commission Staff Accounting Bulletin No. 104, Revenue Recognition in Financial Statements.

Inventories

Inventories are recorded at the lower of cost (first-in, first-out) or market value. We review our
inventories for excess and obsolete inventory on a periodic basis. On February 10, 2004, we received
clearance from the Food and Drug Administration (“FDA”) for commercial distribution of our PSA
5000 next generation monitor. The PSA 5000 is a new state of the art monitor that is more powerful,
cost effective and ergonomic than its predecessor the PSA 4000. We anticipate launch of the product
through our exclusive distribution partner, Baxter Healthcare (“Baxter”), in late 2004 or early in 2005.

At December 31, 2003, we had 575 PSA 4000 units on hand with 450 units on hand fully reserved
for. These items were reserved in prior years due to concerns as to the saleability of the units given
uncertainty as to market acceptance. In the event we sell in excess of 125 units up to 575 units, we will
recognize 100% gross margin on these shipments.

Warrant Derivative

We had a derivative liability as of December 31, 2003 which resulted from a potential cash
settlement which was required in the event we could not successfully register the shares underlying the
warrants. The warrants were issued in connection with our common stock financing during
December 2003. We account for this warrant derivative in accordance with EITF 00-19 Accounting for
Derivative Financial Instruments Indexed to, and Potentially Settled in, a Company’s Own Stock. The
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warrants are included as a liability and valued at fair market value until we meet the criteria under
EITF 00-19 for equity.

Stock-Based Compensation

We apply the principles of Accounting Principles Board Opinion No. 25, “Accounting for Stock
Issued to Employees,” and related interpretations in accounting for our Stock Plans. Under APB No. 25,
compensation expense is measured as the difference, if any, between the option exercise price and the
fair value of our common stock at the date of grant. We have historically granted options to employees
and directors at exercise prices equal to the fair value of our common stock. Accordingly, no
compensation expense has been recognized for our employee stock-based compensation plans.

We follow the disclosure-only provisions under SFAS No. 123, “Accounting for Stock-Based
Compensation,” as amended by SFAS No. 148, Accounting for Stock-Based Compensation—Transition
and Disclosure.

Results of Operations
Years Ended December 31, 2003 and 2002
Revenues

Revenues increased 71% to $1,738,000 for the year ended December 31, 2003 from $1,017,000 for
the year ended December 31, 2002. This increase is primarily due to an increase in the number of
PSA4000 units shipped during 2003. We did not ship any PSA 4000 units during 2002 as compared to
225 units shipped in 2003. Revenue of $600,000 recognized in 2002 represented the removal of an
acceptance contingency on units shipped to Baxter during 2001. The improved revenues in 2003 were
also due to the introduction of the PSArray2, which received FDA 510(k) clearance on October 7,
2002. Shipments to Baxter of the PSArray2 during 2003 accounted for revenue of $360,000 as
compared to revenue of $38,000 for 2002.

Future PSA 4000 revenues are entirely dependent on the acceptance of the new PSArray2 by
anesthesiologists. There is no assurance that this will occur. Sales of our HydroDot NeuroMonitoring
products decreased 9% to $311,000 for the year ended December 31, 2003 from $343,000 for the year
ended December 31, 2002.

Cost of Products Sold

Cost of products sold increased 82% to $2,096,000 for the year ended December 31, 2003 from
$1,151,000 for the year ended December 31, 2002. This increase was primarily due to the increased
volume of PSA 4000 and PSArray2 units shipped in 2003 compared to 2002.

Gross Deficit

The gross deficit incurred during the years ended December 31, 2003 and 2002 resulted from costs
of the product incurred together with headcount and overhead costs required in our manufacturing
group exceeding the reported revenues. At December 31, 2003, we had 575 PSA 4000 units on hand
with 450 units on hand fully reserved for. In the event we sell in excess of 125 PSA 400 units up to 575
units, we will recognize 100% gross margin on these shipments.

Research and Development Expenses

Research and development expenses consisting principally of headcount related expenses, clinical
study costs, and consulting fees, decreased 30% to $1,567,000 for the year ended December 31, 2003
from $2,230,000 for the year ended December 31, 2002. This decrease was primarily due to a decrease
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in outside consulting costs associated with development of the PSA 4000, as well as staff reductions and
other discretionary expense reductions undertaken in the second quarter of 2002.

Selling, General and Administrative Expenses

Selling, general and administrative decreased 2% to $3,219,000 for the year ended December 31,
2003 from $3,277,000 for the year ended December 31, 2002. There were no significant changes in
these expenses for the year ended December 31, 2002 compared to the year ended December 31, 2003,

Change in Fair Value of Warrant Derivative

During the fourth quarter of 2003, we recorded a non-cash expense of $2,929,131 related to
warrants issued in connection with our common stock financing in December 2003. In accordance with
EITF 00-19, Accounting for Derivative Financial Instruments Indexed to, and Potentially Settled in, a
Company’s Own Stock, the warrants are included as a liability and valued at fair market value until the
Company meets the criteria under EITF 00-19 for equity. The warrants were classified as a derivative
and recorded as a liability due to the possibility of the Company having to make a cash settlement,
including penalties, in the event we failed to register the shares underlying the warrants under the
Securities Act of 1933, as amended, within 90 days after the closing of the private placement
transaction. We valued the warrant derivative using the Black-Scholes model. A registration statement
covering the shares sold in the private placement, along with the shares underlying the warrants, was
filed with the Securities and Exchange Commission on Form S-3 and declared effective on February 5,
2004.

Therefore, the value of the warrants will be reclassified as equity in the first quarter of 2004, We
expect to incur a non-cash charge in the first quarter of 2004 for the change in the fair value of the
derivative up to the date the derivative is transferred into equity.

Interest Income

Interest income decreased to $24,000 for the year ended December 31, 2003 from $117,000 for the
year ended December 31, 2002. This decrease was due to lower average cash balances available for
investment in 2003, along with lower interest rates.

Income Taxes

We have experienced operating losses since inception and therefore have not paid any federal
income taxes since our inception. We account for income taxes under Statement of Financial
Accounting Standards No. 109 (“SFAS 109”). Realization of deferred tax assets is dependent on future
earnings, if any, the timing and amount of which are uncertain. Accordingly, valuation allowances, in
amounts equal to the net deferred tax assets as of December 31, 2003 and 2002, were established in
each period to reflect these uncertainties.

Years Ended December 31, 2002 and 2001
Revenues ‘

Revenues decreased 63% to $1,017,000 for the year ended December 31, 2002 from $2,718,000 for
the year ended December 31, 2001. This decrease is primarily due to lack of sales of the PSA 4000
monitor during 2002. We did not ship any PSA 4000 units during 2002 as compared to 490 units
shipped in 2001. We recognized revenue of $600,000 during the fourth quarter of 2002 related to the
removal of an acceptance contingency on units shipped to Baxter during 2001. The reduced level of
revenues in 2002 was due to Baxter’s decision not to purchase any additional PSA 4000 units during
2002 due to lower than expected market demand and in anticipation of the commercial release of the
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PSArrray2, a new frontal-only disposable array sensor which attaches to and is used with our PSA 4000
system. The PSArray2, which received FDA 510(k) clearance on October 7, 2002, was developed in an
effort to improve market acceptance of the PSA 4000. Initial shipments to Baxter of the PSArray2
during the fourth quarter of 2002 accounted for revenue of $38,000.

Future PSA 4000 revenues are entirely dependent on the acceptance of the new PSArray2 by
anesthesiologists. There is no assurance that this will occur. Sales of our HydroDot NeuroMonitoring
products increased 12% to $343,000 for the year ended December 31, 2002 from $307,000 for the year
ended December 31, 2001.

Cost of Products Sold

Cost of products sold decreased 83% to $1,151,000 for the year ended December 31, 2002 from
$6,627,000 for the year ended December 31, 2001. This decrease was primarily due to decreased
product costs related to the PSA 4000 units in 2002, coupled with a provision for excess inventory of
$3.6 million in 2001 and the recognition of a loss on fixed purchase commitments in excess of expected
demand during 2001. The charge in 2001 was a result of Baxter’s failure to meet its minimum purchase
requirements under the distribution agreement, which created uncertainty as to the future sales volume
of the PSA 4000.

Gross Profit Deficit

The negative gross profit margin incurred during the year ended December 31, 2002 resulted from
costs of the product incurred together with headcount and overhead costs required in our
manufacturing group exceeding the reported revenues. Staff reductions undertaken in April of 2002
have lowered expenses in 2002. The reduction in the negative gross margin in 2002 was also due to
$600,000 of revenue recognized in 2002 related to the removal of an acceptance contingency in 2002
for which the related cost of sales was recorded in 2001. The costs were recorded in 2001 due to the
uncertainty as to the acceptance of the units. The negative gross profit margin incurred during the year
ended December 31, 2001 resulted from selling PSA 4000 units at a volume less than what was needed
to cover fixed and variable costs in our manufacturing department as well as the prov151on for excess
inventory of $3.6 million taken during the year ended December 31, 2001.

Research and Development Expenses

Research and development expenses consisting principally of headcount related expenses, clinical
study costs, and consulting fees, decreased 42% to $2,230,000 for the year ended December 31, 2002
from $3,850,000 for the year ended December 31, 2001. This decrease was primarily due to a decrease
in outside consulting costs associated with development of the PSA 4000, as well as staff reductions and
other discretionary expense reductions undertaken in the second quarter of 2002.

Selling, General and Administrative Expenses

Selling, general and administrative decreased 34% to $3,277,000 for the year ended December 31,
2002 from $4,988,000 for the year ended December 31, 2001. This decrease was due to decreased sales
and marketing expenses incurred, such as travel, headcount related expenses and outside market
research consulting related to the commercialization of the PSA 4000. Additionally, we incurred
investment banking fees in 2001 which were not incurred in 2002.

Interest Income

Interest income decreased to $117,000 for the year ended December 31, 2002 from $752,000 for
the year ended December 31, 2001. This decrease was due to lower average cash balances available for
investment in 2002, along with lower interest rates.
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Income Taxes

We have experienced operating losses since inception and therefore have not paid any federal
income taxes since our inception. We account for income taxes under Statement of Financial
Accounting Standards No. 109 (“SFAS 109”). Realization of deferred tax assets is dependent on future
earnings, if any, the timing and amount of which are uncertain. Accordingly, valuation allowances, in
amounts equal to the net deferred tax assets as of December 31, 2002 and 2001, have been established
in each period to reflect these uncertainties.

Selected Quarterly Financial Data:

Quarter Ended
March 31, June 30, September 30, December 31, March 31, June 30, September 30, December 31,

2002 2002 2002 2002 2003 2003 2003 2003(1)

Revenues . . ... .. $ 92307 § 91,293 § 94,023 $739,541  § 238,744 $ 200,524 $ 609,095 $ 689,441
Cost of products

sold. . ........ 227,160 310,320 244,530 369,334 340,116 331,130 657,332 767,769
Gross margin

(deficit) ...... (134,853)  (219,027) (150,507) 370,207 (101,372)  (130,606) (48,237) (78,328)
Operating loss . . . . (1,745,774) (1,693,203)  (1,251,213) (950,658)  (1,199,712) (1,300,263) (1,125,790) (1,518,897)
Netloss . ....... (1,700,788) (1,662,131)  (1,226,240) (934,464)  (1,189,469) (1,294,429) (1,124,253) (4,442,102)

Basic and diluted
net loss per share $ (©20% (020 $ (015 $ (©11) $ (0148 (015 $ (0.13) $ (049

(1) During the fourth quarter of 2003, we recorded a non-cash expense of $2,929,131 related to a warrant derivative issued in
connection with our common stock financing in December 2003, which raised net proceeds of approximately $7.5 million.

Liquidity And Capital Resources

At December 31, 2003, our cash, cash equivalents and short-term investments were $7,626,000 as
compared to $3,934,000 at December 31, 2002.

Our operating activities used cash of $3,798,000 in the year ended December 31, 2003 as compared
to $6,701,000 in the year ended December 31, 2002, The operating activities for 2003 included a
non-cash expense of $2,929,131 related to the derivative accounting treatment of warrants issued in
connection with our private placement completed in December 2003. The $2,903,000 decrease in net
cash used in 2003 compared to 2002 was a result of a large decrease in inventory due to the sale of 225
PSA 4000 units in 2003 coupled with a large increase in accounts payable and accrued expenses due to
the timing of payments for certain items, partially offset by a decrease in accounts receivable.

Net cash used in investing activities in the year ended December 31, 2003 was $2,319,000, as
compared with $6,660,000 provided in the year ended December 31, 2002. The use of cash in 2003 was
due primarily to the net purchase of short-term investments of $2.3 million in 2003.

Our financing activities provided cash of $7,527,000 in the year ended December 31, 2003 as
compared to $651 of cash provided in the year ended December 31, 2002. During the fourth quarter of
2003, we completed a private placement of common stock that raised $7.5 million in net proceeds. As
part of the private placement, we issued warrants to purchase an aggregate of 5,453,236 shares of
common stock. Of the 5,453,236 shares of common stock, 2,478,744 shares have a purchase price of
$1.82 per share, 2,478,744 shares have a purchase price of $2.48 per share, and 495,748 shares, issued
to the placement agents for the transaction, have a purchase price of $1.98 per share. The warrants
expire on December 5, 2008 and are exercisable immediately.

Our principal source of liquidity at December 31, 2003 consisted of cash, cash equivalents and
short-term investments, which aggregated $7.6 million. We had a net working capital deficit of
$3.7 million at December 31, 2003, which is due primarily to warrant derivatives issued in connection
with our common stock financing during December 2003, which raised net proceeds of approximately
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$75 million. The warrants were classified as derivatives due to the possibility of the Company having to
make a cash settlement, including penalties, in the event we failed to register the shares underlying the
warrants under the Securities Act of 1933, as amended, within 90 days after the closing of the private
placement transaction. A registration statement covering the shares sold in the private placement, along
with the shares underlying the warrants, was filed with the Securities and Exchange Commission on
Form S-3 and declared effective on February 5, 2004, Therefore, the value of the warrants has been
reclassified as equity in the first quarter of 2004 and there is no future cash requirement with respect
to this liability on behalf of the Company. We believe that our existing cash, cash equivalents and
short-term investments on hand at December 31, 2003 will be sufficient to conduct operations as
planned through the third quarter of 2005.

We are significantly dependent on our distributor, Baxter, for sale of our inventories and have not
provided any additional inventory valuation reserves based upon Baxter’s current intention to purchase
such inventories, although Baxter is not under any obligation to do so. In the event such sales do not
materialize, we will assess the need to write down our inventories to net realizable value during such
periods, and additionally, our cash flows would be negatively impacted.

We may need to raise capital through equity and/or debt issuance when, and if, such capital is
available to us. There is no assurance that we will be able to raise additional capital on acceptable
terms, or at all, Future equity financings may result in dilution to the holders of our common stock.
Future debt financings may require us to pledge assets and to comply with financial and operational
covenants. If additional amounts can not be raised at acceptable terms and we were unable to
substantially reduce our expenses, we would suffer material adverse consequences to our business,
financial condition and results of operations and would likely be required to seek other alternatives up
to and including protection under the United States bankruptcy laws or cessation of operations.

We believe that the success of the PSA 4000 is the most critical component to our ability to
continue as a going concern. We intend to sell the PSA 4000 through our existing distributor, Baxter, in
North America and pursue a distributor for rest of the world rights. Therefore our ability to generate
additional revenues and commercialize the PSA4000 significantly depends upon our relationship with
Baxter. Although management and our current investors do not have any intention of liquidating the
business, we would consider a sale of its technology if our cash constraints would not allow us to
execute our plan. We are aware of one other company with products similar to the PSA 4000. Such
competitor has an FDA-cleared frontal array for its consciousness-monitoring system. We believe that
we are not at a significant disadvantage in marketing our products against this company.

We have a $508,000 net investment in inventory, after reserves, related to the PSA 4000 system.
The sale of this inventory may be subject to conditions that are generally outside our control. More
specifically, market acceptance of the PSArray2, a new frontal-only disposable array sensor that
attaches to and is used with our PSA 4000 system, is critical to the sale of the finished units that are
currently in inventory. We believe that inventory units on hand included in our balance sheet at
December 31, 2003 are fully realizable and are expected to be sold within the next twelve months.

On February 10, 2004, we received clearance from the FDA for commercial distribution of our
PSA 5000 next generation monitor. The PSA 5000 is a new state of the art monitor that is more
powerful, cost effective and ergonomic than its predecessor the PSA 4000. We anticipate launch of the
product through our exclusive distribution partner, Baxter Healthcare, in late 2004 or early 2005. We
intend to manage the transition of the products to facilitate utilization and sale of all PSA 4000
monitors.

At December 31, 2003, we had tax net operating loss carryforwards of approximately $46.2 million
available to offset federal taxable income, which expire in varying amounts through 2023, and
$29.0 million to offset state taxable income, which expire in varying amounts through 2008. We also
have research and development tax credit carryforwards of approximately $1.5 million available to
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offset income taxes, which expire in varying amounts through 2023. In accordance with Section 382 of
the Internal Revenue Code, the use of the above carryforwards may be subject to annual limitations
based upon ownership changes of our stock which have occurred. The annual limitation may result in
the expiration of net operating loss and tax credit carryforwards before full utilization.

Recent Accounting Pronouncements

In January 2003, the FASB issued Interpretation No. 46, Consolidation of Variable Interest Entities,
an Interpretation of Accounting Research Bulletin (“ARB”) No. 51 (“FIN 46”). FIN 46 requires certain
variable interest entities to be consolidated by the primary beneficiary of the entity if the equity
investors in the entity do not have the characteristics of a controlling financial interest or do not have
sufficient equity at risk for the entity to finance its activities without additional subordinated financial
support from other parties. FIN 46 is effective for all new variable interest entities created or acquired
after January 31, 2003. For variable interest entities created or acquired prior to February 1, 2003, the
provisions of FIN 46 must be applied for the first interim or annual period beginning after June 15,
2003. However, in December 2003, the FASB deferred the effective date of FIN 46 to the end of the
first interim or annual period ending after December 15, 2003 for those arrangements involving special
purpose entities entered into prior to February 1, 2003. All other arrangements within the scope of FIN
46 are subject to its provisions beginning in 2004. The Company adopted FIN 46, as required, with no
material impact to its consolidated financial position or results of operations. The Company does not
believe that the adoption of the remaining provisions of FIN 46 in 2004 will have a material impact on
its financial position or results of operations.

Off Balance Sheet Financing

We have not entered into any off-balance sheet financing arrangements and have not established
any special purpose entities.

Overview of Contractual Obligations

Contractual Obligations Payments Due by Period (in thousands)
Total Less than 1 year 1-3years 3-5years More than 5 years
Operating Leases . . ............ $382,931 $199,664 $183,267 — —

Item 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

The primary objective of our investment activities is to preserve principal while at the same time
maximizing the income we receive from our investments without significantly increasing risk. Some of
the securities that we invest in may have market risk. This means that an increase in prevailing interest
rates may cause the principal amount of the investment to decrease. To minimize this risk in the future,
we maintain our portfolio of cash equivalents and short-term investments in a variety of securities,
including commercial paper, money market funds and government and non-government debt securities.
Due to the conservative nature of our investments and relatively short duration, interest rate risk is
mitigated. As of December 31, 2003, 100% of our total portfolio will mature in one year or less.

In connection with our private placement transaction completed in 2003, we issued warrants to
purchase an aggregate of 4,957,488 shares of common stock. The terms of the private placement
required the Company to register with the Securities and Exchange Commission the shares sold in the
private placement, including the shares underlying the warrants, and provided for the possibility of the
Company having to pay out certain cash penalties in the event we failed to register such shares
underlying the warrants within 90 days after the closing of the private placement transaction.
Accordingly, this resulted in a derivative contract in accordance with EITF 00-19 Accounting for
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Derivative Financial Instruments Indexed to, and Potentially Settled in, a Company’s Own Stock. The
warrants are included as a liability and valued at fair market value until we meet the criteria under
EITF 00-19 for permanent equity. We value the derivative warrant using the Black-Scholes model. The
derivative was valued at the date of the transaction in the amount of $8.4 million and then revalued at
$11.3 million on December 31, 2003, The relevant assumptions included in the calculation were a term
of 5 years, an interest rate of 3.27% and a volatility of 1.6708. ‘

The value of this derivative will fluctuate with the value of our stock and as assumptions under the
Black-Scholes model changes at the end of each reporting period or at the date the derivative is
reclassified into equity. A registration statement covering the shares underlying the warrants, was filed
with the Securities and Exchange Commission on Form S-3 on December 11, 2003, and declared
effective on February 5, 2004 and the value of the warrants will be included in equity in the first
quarter of 2004. We expect to incur a non-cash charge in the first quarter of 2004 for the change in the
fair value of the derivative up to the date the derivative is transferred into equity.

Item 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

The Report of Independent Auditors, Financial Statements and Notes to Financial Statements
begin on page F-1.

Item 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

Not applicable.

Item 9A. CONTROLS AND PROCEDURES

Evaluation of disclosure controls and procedures. Our management evaluated, with the
participation of our Chief Executive Officer and Chief Financial Officer, the effectiveness of our
disclosure controls and procedures as of the end of the period covered by this Annual Report on
Form 10-K. Based upon that evaluation, the Chief Executive Officer and the Chief Financial Officer
have concluded that our disclosure controls and procedures are effective to ensure that information we
are required to disclose in reports that we file or submit under the Securities Exchange Act of 1934 is
recorded, processed, summarized and reported within the time periods specified in Securities and
Exchange Commission rules and forms.

Changes in internal controls over financial reporting. There was no significant change in our
internal control over financial reporting that occurred during the period covered by this Annual Report
on Form 10-K that has materially affected, or is reasonably likely to materially affect, our internal
control over financial reporting.
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PART III

Certain information required by Part III is omitted from this Report on Form 10-K in that the
Registrant will file a definitive proxy statement within 120 days after the end of its fiscal year pursuant
to Regulation 14A with respect to the 2003 Annual Meeting of Stockholders (the “Proxy Statement™)
to be held May 27, 2004 and certain information included therein is incorporated herein by reference.

Item 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

The information required by this item relating to directors is incorporated by reference to the
information under the caption “Proposal No. 1 Election of Directors” in the Proxy Statement.

The executive officers of the Registrant, who are elected by the board of directors, are as follows:

Name AE Position
John A. Williams ....... 56 President, Chief Executive Officer and Director
Daniel W. Muehl ....... 41 Vice President of Finance & Administration and

Chief Financial Officer

John A. Williams joined the Company in December 1993 and has served as a member of the Board
of Directors and as the Company’s President and Chief Executive Officer. Prior to that time,
Mr. Williams served as President of Bruel and Kjaer Medical, a medical device company, from 1990 to
1993. Mr. Williams was Vice President of Sales and Marketing at Medtronic/AMI, a medical device
company, from 1988 to 1990 and Vice President of Sales and Marketing, Worldwide at Merrimack
Laboratories from 1983 to 1987.

Daniel W. Muehl joined the Company in February 1998 as Vice President of Finance &
Administration and Chief Financial Officer. Previously, Mr. Muehl was Chief Operating Officer and
Chief Financial Officer at Number Nine Visual Technology from 1995 to 1998 and served in various
finance positions at Powersoft Corporation and Medical Care America from 1991 to 1995. Mr. Muehl
is a Certified Public Accountant and served his public accountancy with Ernst & Young LLP and
Laventhol and Horwath from 1985 to 1991.

The information required by this item relating to our code of ethics is incorporated in by reference
to the information under the heading “Code of Ethics” in the Proxy Statement.

Item 11. EXECUTIVE COMPENSATION

The information required by this item is incorporated by reference to the information under the
caption “Executive Compensation” in the Proxy Statement.

Item 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

The information required by this item is incorporated by reference to the information under the
caption “Record Date and Stock Ownership” in the Proxy Statement.

Item 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

The information required by this item is incorporated by reference to the information under the
caption “Certain Transactions” in the Proxy Statement.
Item 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

Information required by Item 14 is incorporated herein by reference to the Section entitled
“Independent Public Accountants” of the Company’s definitive proxy statement which will be filed no
later than 120 days after December 31, 2003.
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PART 1V
Item 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES, AND REPORTS ON FORM 8-K

(a) 1. Financial Statements

The following Financial Statements of Physiometrix, Inc. and Report of Ernst & Young LLP,
Independent Auditors are in this Form 10-K.

Page
Report of Independent Auditors. . . ......... .. . F-1
Balance Sheets at December 31, 2002 and 2003, . ... ... ... .......... F-2
Statements of Operations for the Years Ended December 31, 2001, 2002 and
2003, e F-3
Statements of Cash Flows for the Years Ended December 31, 2001, 2002 and
2008, L F-4
Statements of Stockholders’ Equity (Deficit) for the Years Ended
December 31, 2001, 2002 and 2003. .. ... ... ... ... . . ... F-5
Notes to Financial Statements. ... ......... .. ... ... ... ... .. ... ... F-6

2. Financial Statement Schedules

All schedules are omitted because they are not applicable or the required information is
shown in the Financial Statements or the notes thereto.

3. Exhibits
Refer to (c) below.

{b) Reports on Form 8-K

We furnished a Current Report on Form 8-K dated February 12, 2004, attaching our fourth
quarter ended December 31, 2003 earnings release dated February 12, 2004.

We furnished a Current Report on Form 8-K dated December 3, 2003, reporting the
Company’s private placement of 4,957,487 shares of Common Stock on December 2, 2003.

We furnished a Current Report on Form 8-K dated October 30, 2003, attaching our third
quarter ended September 30, 2003 earnings release dated October 30, 2003.

(c) Exhibits

Exhibit
No. Description

3.1(1) Restated Certificate of Incorporation of the Company.
3.2(1)  Bylaws of the Company, as amended.
41(1)  Specimen Common Stock Certificate.
42(1) Form of Warrant Agreement between the Company and Cruttenden Roth Incorporated, with
form of Warrant attached
10.1(1)  Form of Indemnification Agreement between the Company and each of its directors and
officers.
10.2(1) 1991 Incentive Stock Plan and Form of Stock Option Agreement thereunder.
10.3(2) 1996 Director Option Plan.
10.4(2) 1996 Employee Stock Purchase Plan and forms of agreements thereunder.
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Exhibit
No. Description

10.5(1)  Lease dated October 11, 1994 between the Company and Yvon Cormier, Trustee of YCEE

Investment Trust, for a facility located at Five Billerica Park, 101 Billerica Avenue, North
Billerica, Massachusetts 01862.

10.6(1)  Restated Shareholder Rights Agreement dated June 24, 1994 between the Company and

certain holders of the Company’s securities.

10.7(3)  Stock Purchase Agreement dated February 29, 2000 between the Registrant and the

purchasers of common stock of the Registrant named therein, including form of Stock
Purchase Warrant and other exhibits thereto.

10.8(4)  Strategic Alliance and Exclusive Distribution Agreement dated May 31, 2000 by and between

the Company and Baxter Healthcare Corporation.

10.9(6) Amendment A to Strategic Alliance and Exclusive Distribution Agreement dated May 31,

2000.

10.10(6) Amendment B to Strategic Alliance and Exclusive Distribution Agreement dated May 31,

2000.

10.11(5) 2000 Supplemental Stock Plan.
10.12(5) 2001 Stock Option Plan.
10.13(7) Amendment C to Strategic Alliance and Exclusive Distribution Agreement dated May 31,

2000.

10.14(8)  Stock Purchase Agreement dated December 02, 2003 between the Registrant and the

231
24.1
311

31.2

321

purchasers of common stock of the Registrant named therein, including form of Stock
Purchase Warrant and other exhibits thereto.

Consent of Ernst & Young LLP, Independent Auditors.

Power of Attorney. Reference is made to page 37.

Certification of Chief Executive Officer pursuant to Rules 13a-14(a) and 15(d)-14(a)
promulgated under the Securities Exchange Act of 1934, as amended, as adopted pursuant
to Section 302(a) of the Sarbanes-Oxley Act of 2002.

Certification of Chief Financial Officer pursuant to Rules 13a-14(a) and 15(d)-14(a)
promulgated under the Securities Exchange Act of 1934, as amended, as adopted pursuant
to Section 302(a) of the Sarbanes-Oxley Act of 2002.

Certification of Chief Executive Officer and Chief Financial Officer pursuant to 18 U.S.C.
Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

1)
@)
®)

Q)
)

(6)
™
(8)

Filed as an Exhibit to the Company’s Registration Statement on Form S-1 (File No. 33302138) and
incorporated herein by reference.

Filed as an Exhibit to the Company’s Registration Statement on Form S-8 (File No. 33316525) and
incorporated herein by reference.

Filed as an Exhibit to the Company’s Registration Statement on Form S-3 (File No. 33333660) and
incorporated herein by reference.

Filed as an Exhibit to the Company’s Form 10-Q, Q3 2000 and incorporated herein by reference.

Filed as an Exhibit to the Company’s Registration Statement on Form S-8 (File No. 333-69106)
and incorporated herein by reference.

Filed as an Exhibit to the Company’s Form 10-K, 2000 and incorporated herein by reference.
Filed as an Exhibit to the Company’s Form 10-K, 2002 and incorporated herein by reference.

Filed as an Exhibit to the Company’s Registration Statement on Form S-3 (File No. 333-111102)
and incorporated herein by reference.
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SIGNATURES

Pursuant to the requirements of the Securities Act, the Registrant has duly caused this report to be
signed on its behalf by the undersigned, thereunto duly authorized.

PHYSIOMETRIX, INC.

By: s/ JOHN A. WILLIAMS

John A. Williams
President and Chief Executive Officer

KNOW ALL MEN AND WOMEN BY THESE PRESENTS, that each person whose signature
appears below constitutes and appoints John A. Williams and Daniel W. Muehl, jointly and severally,
his or her attorneys in fact, and each with the power of substitution, for him or her in any and all
capacities, to sign any amendments to this Report on Form 10-K, and to file the same, with exhibits
thereto and other documents in connection therewith, with the Securities and Exchange Commission,
hereby ratifying and confirming all that each of said attorneys in fact, or his or her subst:tute or
substitutes, may do or cause to be done by virtue thereof.

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed
below by the following persons on behalf of the Registrant and in the capacities and on the date
indicated.

Signature Title Date

Js/ JOHN A. WILLIAMS President, Chief Executive
. Officer and Director (Principal ~ March 30, 2004
John A. Williams Executive Officer)

Vice President and Chief
/s/ DANIEL W. MUEHL Financial Officer

Daniel W, Muehl (Principal Financial and
Accounting Officer)

March 30, 2004

/s/{ THOMAS BARUCH

Director March 30, 2004
Thomas Baruch
/s/ JAMES SAALFIELD ) .
- Director March 30, 2004
James Saalfield
/s/ CHRISTOPHER MITCHELL .
Director March 30, 2004

Christopher Mitchell
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REPORT OF INDEPENDENT AUDITORS

The Board of Directors and Stockholders of
Physiometrix, Inc.

We have audited the accompanying balance sheets of Physiometrix, Inc. as of December 31, 2002
and 2003, and the related statements of operations, stockholders’ equity (deficit) and cash flows for
each of the three years in the period ended December 31, 2003. These financial statements are the
responsibility of the Company’s management. Our responsibility is to express an opinion on these
financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United
States. Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit
also includes assessing the accounting principles used and significant estimates made by management,
as well as evaluating the overall financial statement presentation. We believe that our audits provide a
reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects,
the financial position of Physiometrix, Inc. at December 31, 2002 and 2003, and the results of its
operations and its cash flows for each of the three years in the period ended December 31, 2003, in
conformity with accounting principles generally accepted in the United States.

/s/ ERNST & YOUNG LLP

Boston, Massachusetts
February 5, 2004




PHYSIOMETRIX, INC.
BALANCE SHEETS

December 31,

2002 2003
ASSETS
Current assets:
Cash and cash equivalents . . . ......... ... ..., e $ 2,690,042 § 4,099,155
Short-term INVESTMENTS . . . . v vttt e e e e e e 1,243,875 3,526,894
Accounts receivable, net of allowance for doubtful accounts of $4,794
in2002 and $4,341 in 2003 . . . . .. ... 61,206 304,392
Inventories . . . .. ot e e e e e 1,331,435 560,294
Prepaid expenses . ........ . ... 114,002 101,798
Total current assets . . .. ... e e 5,440,560 8,592,533
Equipment, net . .. .. ... .. 367,451 179,668
TOtal @SSEES .« & v v vt e e $ 5,808,011 $ 8,772,201
LIABILITIES AND STOCKHOLDERS’ EQUITY (DEFICIT)
Current liabilities:
Accounts payable ... ... ... $ 58332 § 147,762
ACCIUEd BXPENSES . o o v v v v ettt e e e 401,394 823,519
Warrant derivative contract . . ........ .. ... . e — 11,342,730
Total current liabilities . . .. ... ... ... ... . e 459,726 12,314,011
Commitments and contingencies
Stockholders’ equity (deficit):
Preferred stock: $.001 par value; 10,000,000 shares authorized: none
issuedoroutstanding . . ... ... e — —
Common stock: $.001 par value, 50,000,000 shares authorized; 8,422,994
shares in 2002 and 13,380,481 shares in 2003 issued and outstanding . . 8,423 13,380
Additional paid-in capital ...... .. .. . i 56,945,035 56,098,127
Deferred compensation . . . ....... ... . (4,469) —
Unrealized gain on available-for-sale securities . . .................. 2,360 —
Accumulated deficit .. ... .. ... . ... (51,603,064) (59,653,317)
Total stockholders’” equity (deficit) . . .......... .. ... .. . . .. 5,348,285  (3,541,810)
Total liabilities and stockholders’ equity (deficit) . ................... $ 5,808,011 $ 8,772,201

See accompanying notes.



PHYSIOMETRIX, INC,
STATEMENTS OF OPERATIONS

Year ended December 31,

2001 2002 2003
Revenues......... .. ... . i $ 2,718,305 $ 1,017,164 $ 1,737,804
Costs and expenses:
Costof productssold . ............. ... ... ..... 6,627,461 1,151,344 2,096,347
Research and development . ...................... 3,850,155 2,229,736 1,567,155
Selling, general and administrative . ... .............. 4,987,845 3,276,932 3,218,964
15,465,461 6,658,012 6,882,466
Operating 1oss . .. ..ot (12,747,156)  (5,640,848)  (5,144,662)
Other income (expense):
Change in fair value of warrant derivative ............ — —  (2,929,131)
Interest INCOME . . . v . o v ittt e et e e et e e 752,106 117,225 23,540
752,106 117,225  (2,905,591)
Net 1SS . vt e $(11,995,050) $(5,523,623) $(8,050,253)
Basic and diluted net loss per common share . .. ......... $ (1.42) $ (0.66) $ (0.91)
Shares used in computing basic and diluted net loss per
COMMON ShATe . . . v i it et e e e e 8,420,667 8,422,560 8,836,118

See accompanying notes.
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PHYSIOMETRIX, INC.
STATEMENTS OF CASH FLOWS

Year ended December 31,
2001 2002 2003

Operating activities:
Net 10SS . . v e $(11,995,050) $(5,523,623) $(8,050,253)
Adjustments to reconcile net loss to net cash used in

operating activities:

Depreciation and amortization. . ................... 228,178 244 457 221,764
Change in fair value of warrant derivative ............ — — 2,929,131
Stock-based compensation in connection with issuance of
stock options to consultants . .................... (123,434) (21,978) 49,320
Changes in operating assets and liabilities:
Accounts receivable . . ... ... L oL 1,310,296 (29,426) (243,186)
Inventories . .. ......ovviiv i e (328,208) 7,239 771,141
Prepaid eXpenses . .. ....oov it 245,829 73,403 12,204
Accounts payable and accrued expenses . ........... (201,896)  (1,451,000) 511,555
Net cash used in operating activities .................. (10,864,285)  (6,700,928)  (3,798,324)
Investing activities:
Purchase of equipment . . ... ....... ... ... ... ... ..., (290,708) (89,102) (33,981)
Purchase of short-term investments . .. ................ (20,107,714)  (3,270,823)  (3,526,909)
Proceeds from maturity of short-term investments ........ 30,568,055 10,019,784 1,241,530
Net cash provided by (used in) investing activities ........ 10,169,633 6,059,859  (2,319,360)
Financing activities:
Proceeds from issuance of common stock and warrants .. .. 25,802 651 7,526,797
Net cash provided by financing activities ............... 25,802 651 7,526,797
Net increase (decrease) in cash and cash equivalents ... ... (668,850) (40,418) 1,409,113
Cash and cash equivalents at beginning of year .......... 3,399,310 2,730,460 2,690,042
Cash and cash equivalents at end of year. ... ........... $ 2,730,460 $ 2,690,042 $ 4,099,155

Non-cash financing activities:
Issuance of warrant derivative contract in connection with
private placement of Common Stock . ............... — — $ 8,413,599

See accompanying notes.
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PHYSIOMETRIX, INC.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 2003

1. The Company and Going Concern
The Company

Physiometrix, Inc. (the “Company”) is engaged in the development, manufacturing and marketing
of medical devices for use in neurodiagnostic monitoring in health care. The Company’s principal
product is the Patient State Analyzer (“PSA 4000”) with the PSArray2, which is the frontal-only
disposable array sensor which attaches to and is used with the Company’s PSA 4000 consciousness-
monitoring system. The Company’s initial products were its e-Net headpiece and disposable HydroDot
Biosensors and custom electronics, which are packaged as the HydroDot NeuroMonitoring System.

Going Concern

The Company is subject to numerous risks and uncertainties, including the need to raise additional
capital to fund operations, research and development efforts and commercialize its products. Since its
inception, the Company has incurred cumulative losses of approximately $59.7 million including losses
of approximately $8.1 million during 2003, $5.5 million during 2002 and $12.0 million during 2001.

The Company’s principal source of liquidity at December 31, 2003 consisted of cash, cash
equivalents and short-term investments, which aggregated $7.6 million. The Company had a net
working capital deficit of $3.7 million at December 31, 2003, which is due primarily to a warrant
derivative issued in connection with its common stock financing during December 2003, which raised
net proceeds of approximately $7.5 million. The warrants were classified as derivatives due to the
possibility of the Company having to make a cash settlement, including penalties, in the event the
Company failed to register the shares underlying the warrants under the Securities Act of 1933, as
amended, within 90 days after the closing of the private placement transaction. A registration statement
covering the shares $old in the private placement, along with the shares underlying the warrants, was
filed with the Securities and Exchange Commission on Form S-3 and declared effective on February 5,
2004. Therefore, the value of the warrants has been reclassified as equity in the first quarter of 2004
and there is no future cash requirement on behalf of the Company.

The Company believes it has the necessary cash, cash equivalents and short-term investments on
hand at December 31, 2003, to fund its operations and execute its operating plan through the third
quarter of 2005.

The Company believes that the success of the PSA 4000 is the most critical component to the
Company’s ability to continue as a going concern. The Company’s plan for 2004 is to support the
activities of its partner, Baxter, in the commercialization of the PSA 4000 with the PSArray2. The
Company will make every attempt to conserve its cash resources and continue as a business. Although
management and the current investors of the Company do not have any intention of liquidating the -
business, the Company would consider a sale of the technology if its cash constraints will not allow it to
execute its plan. The Company is aware of one other company with similar products to the PSA 4000.
The Company does not believe it will be at a significant disadvantage in marketing its products against
this company.
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NOTES TO FINANCIAL STATEMENTS (Continued)
DECEMBER 31, 2003

2. Summary of Significant Accounting Policies
Use of Estimates

The preparation of financial statements in accordance with generally accepted accounting
principles requires management to make estimates and assumptions that affect the reported amounts of
assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial
statements and the reported amounts of revenues and expenses during the reporting period. Actual
results could differ from those estimates.

Cash Equivalents and Short-Term Investments

Cash equivalents consist principally of United States Treasury bills and certificates of deposit with
maturities of three months or less at the date of purchase. In addition, the Company has certain
investments in commercial paper, U.S. government agencies and debt securities, which do not meet the
definition of cash equivalents and have been classified as available-for-sale securities, and mature within
one year.

Concentration of Credit Risk

One customer accounted for 87% and 59% of accounts receivable at December 31, 2003 and 2002,
respectively, and 78% of 2003 revenues and 63% of 2002 revenues. The Company has specifically
evaluated the creditworthiness of its major customer as well as other customers prior to shipment and
establishes its allowance for doubtful accounts. The Company does not require collateral for its
accounts receivable. c

The Company purchases components from various suppliers and relies on single source suppliers
for several parts. To date, the Company has not experienced any significant adverse effects resulting
from shortages of components. The Company actively monitors inventory positions of all critical parts
and purchases required materials in order to prevent productions delays.

Equipment

Equipment is recorded at cost and is depreciated using the straight-line method over its estimated
useful life of three to five years.
Revenue Recognition

The Company recognizes revenue for product sales upon shipment, net of allowances for discounts
and estimated returns which are also provided for at the time of shipment.
Stock-Based Compensation

The Company applies the principles of Accounting Principles Board Opinion No. 25, “Accounting
for Stock Issued to Employees,” and related interpretations in accounting for its Plans. Under APB
No. 25, compensation expense is measured as the difference, if any, between the option exercise price
and the fair value of the Company’s common stock at the date of grant. The Company has historically
granted options to employees and directors at exercise prices equal to the fair value of the Company’s
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2. Summary of Significant Accounting Policies (Continued)

common stock. Accordingly, no compensation expense has been recognized for its employee stock-
based compensation plans.

SFAS No. 123, “Accounting for Stock-Based Compensation,” establishes a fair value based approach
for valuing stock options. The Company follows the disclosure-only alternative afforded by SFAS
No. 123, as amended by SFAS No. 148, Accounting for Stock-Based Compensation—Transition and
Disclosure. Had compensation costs for stock options issued to employees and directors been
determined based on the estimated fair value at the grant dates as calculated in accordance with SFAS
No. 123, the Company’s reported net loss and basic and diluted net loss per common share for the
years ended December 31, 2003, 2002 and 2001 would have been adjusted to the pro forma amounts
indicated below:

For the years ended December 31,

2001 2002 2003
Net Loss
Asreported . ..... .. .. L., $(11,995,050) $(5,523,623) $(8,050,253)
Pro forma compensation expense . . ... (1,370,145) (656,863) (624,921)
Proformanetloss ................ $(13,365,195) $(6,180,486) $(8,675,174)
Basic and diluted loss per share
Asreported . .. ... it $ (142) § (0.66) $ (0.91)
Proforma ..........couvvuuno... $ (159) $ 0.73) $ (0.98)

The average estimated fair value of options granted during fiscal years 2001, 2002 and 2003, was
$2.17, $1.22, and $0.48, respectively, and was estimated using the Black-Scholes option-pricing model
using the following weighted-average assumptions:

2001 2002 2003

Dividend yield .......... .. ... .. .. ... .. ... ... ... None None None
Volatility . ... oo 156% 122% 127%
Risk-free interestrate . . . ............. .. . i 4.44% 4.10% 3.21%
Expected life (years) . . ....... . v 5.5 5.5 5.5

The Black-Scholes option-pricing model was developed for use in estimating the fair value of *
traded options that have no vesting restrictions and are fully transferable, In addition, option-pricing
models require the use of highly subjective assumptions, including the expected stock price volatility.
Because the Company’s employee stock options have characteristics significantly different from those of
traded options, and because changes in the subjective assumptions can materially affect the fair value
estimates, in management’s opinion, the existing models do not necessarily provide a reliable single
measure of the fair value of its employee stock-based compensation.

Net Loss Per Share

Basic net loss per share represents net loss divided by weighted average shares outstanding.
Diluted net loss per share and basic net loss per share are the same since the Company has generated
a net loss in 2001, 2002 and 2003. Therefore, the Company has excluded all common stock equivalents
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2. Summary of Significant Accounting Policies (Continued)

from the calculation of diluted weighted average shares outstanding. As of December 31, 2003,
1,321,144 potential additional common shares were outstanding upon the exercise of stock options with
a weighted average exercise price of $2.44 per share, but not included in the above calculation as their
effect would have been anti-dilutive.

Recent Accounting Pronouncements

In January 2003, the FASB issued Interpretation No. 46, Consolidation of Variable Interest Entities,
an Interpretation of Accounting Research Bulletin (“ARB”) No. 51 (“FIN 46”). FIN 46 requires certain
variable interest entities to be consolidated by the primary beneficiary of the entity if the equity
investors in the entity do not have the characteristics of a controlling financial interest or do not have
sufficient equity at risk for the entity to finance its activities without additional subordinated financial
support from other parties. FIN 46 is effective for all new variable interest entities created or acquired
after January 31, 2003. For variable interest entities created or acquired prior to February 1, 2003, the
provisions of FIN 46 must be applied for the first interim or annual period beginning after June 15,
2003. However, in December 2003, the FASB deferred the effective date of FIN 46 to the end of the
first interim or annual period ending after December 15, 2003 for those arrangements involving special
purpose entities entered into prior to February 1, 2003. All other arrangements within the scope of FIN
46 are subject to its provisions beginning in 2004, The Company adopted FIN 46, as required, with no
material impact to its consolidated financial position or results of operations. The Company does not
believe that the adoption of the remaining provisions of FIN 46 in 2004 will have a material impact on
its financial position or results of operations.

Financial Instruments

Financial instruments principally consist of cash equivalents, short-term investments, accounts
receivable, accounts payable and warrant derivatives. The estimated fair values of these financial
instruments approximate their carrying values.

Warrant Derivative

This Company has a derivative liability associated with warrants issued in connection with its
private placement transaction completed in December 2003 due to the possibility of the Company
having to make a cash settlement, including penalties, in the event the Company failed to register the
shares underlying the warrants under the Securities Act of 1933, as amended, within 90 days after the
closing of the private placement transaction. The Company accounts for this warrant derivative in
accordance with EITF 00-19 Accounting for Derivative Financial Instruments Indexed to, and Potentially
Settled in, a Company’s Own Stock. The warrants are included as a liability and valued at fair market
value until the company meets the criteria under EITF 00-19 for permanent equity. The Company
values the derivative warrant using the Black-Scholes model.

Impairment of Long-lived Assets

The Company adopted Statement of Financial Accounting Standards No. 144, Accounting for the
Impairment or Disposal of Long-Lived Assets (SEAS No. 144) in 2002, which requires that long-lived
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2. Summary of Significant Accounting Policies (Continued)

assets be measured at the lower of carrying amount of fair value less cost to sell. The adoption of SFAS
No. 144 did not have any impact on our consolidated results of operations in 2002.

Income Taxes

The Company accounts for income taxes in accordance with SFAS No. 109, Accounting for Income
Taxes. The Company uses the asset and liability accounting method whereby deferred tax assets and
liabilities are recognized based on temporary differences between the financial statements and tax bases
of assets and liabilities using current statutory tax rates. A valuation allowance against net deferred tax
assets is recorded if, based on the available evidence, it is more likely than not that some or all of the
deferred tax assets will not be realized. Management evaluates on a quarterly basis the ability to
recover the deferred tax assets and the level of the valuation allowance. At such time as it is more
likely than not that deferred tax assets are realizable, the valuation allowance will be appropriately
reduced.

Reclassification

Certain amounts in the accompanying 2002 financial statements have been reclassified to permit
comparison with the current year.

3. Inventories

Inventories are recorded at the lower of cost (first-in, first-out) or market, and consist of the
following at December 31:

2002 2003
Purchased components . ......... ... ... .. . ... $ 961,444 $512,179
Work in process . .. oo ittt 39,685 19,752
Finished units. .. ......... .. ... . . i 330,306 28,363

$1,331,435  $560,294

During the fourth quarter of 2000 and first quarter of 2001, shipments exceeded the minimum
amounts required to permit Baxter to maintain its exclusive distributorship of the PSA 4000 in the U.S.
During the remainder of 2001 and all of 2002, orders by, and consequently, shipments to Baxter were
not sufficient to meet the exclusivity provisions of the distribution agreement. Accordingly, the
Company recognized a $4.3 million charge to cost of products sold in 2001, which included a
$3.6 million provision for inventory on hand in excess of expected demand and a $0.7 million provision
for non-cancelable purchase orders. The charge was a result of Baxter’s failure to meet its minimum
purchase requirements under the distribution agreement, which created uncertainty as to the future
sales volume of the PSA 4000.
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4. Equipment

Equipment consists of the following at December 31:

2002 2003
Computer equipment .. ...............uuuenn... $ 701,029 $ 708,106
Machinery and equipment . . . ....... ... . ... 625,950 652,854
1,326,979 1,360,960
Accumulated depreciation . . .. ... ... oL (959,528)  (1,181,292)

$ 367451 § 179,668

5. Accrued Expenses

Accrued expenses consist of the following at December 31:

2002 2003
Payroll . ... .. $230,004 $288,149
Professional fees . .. ... .. o i e 43955 411,778
Other . . . e 127,435 123,592

$401,394  $823,519

6. Leases

The Company leases its administrative and manufacturing facility under a non-cancelable operating
lease which expires in November 2005. Total rent expense was approximately $204,000 in 2001, $218,000
in 2002 and $218,000 in 2003. Future minimum operating lease payments as of December 31, 2003 are
$199,664 in 2004, $174,764 in 2005, and $8,503 in 2006.

7. Warrant Derivative Liability

The Company has a warrant derivative that was issued in connection with its common stock
financing during December 2003 as discussed in Note 8. The derivative resulted from registration rights
held by the warrant holders and a potential cash settlement by the Company for failure to register the
shares underlying the warrants. Accordingly, this resulted in a derivative contract in accordance with
EITF 00-19 Accounting for Derivative Financial Instruments Indexed to, and Potentially Settled in, a
Company’s Own Stock. The warrants are included as a liability and valued at fair market value until the
Company meets the criteria under EITF 00-19 for permanent equity. The Company values the
derivative warrant using the Black-Scholes model and the relevant assumptions included in the
calculation were a term of 5 years, an interest rate of 3.27% and a volatility of 1.6708. The derivative
was valued at the date of the transaction in the amount of $8.4 million and then revalued at
$11.3 million on December 31, 2003.

On February 5, 2004, the Company registered the shares and is no longer subject to a potential
cash settlement and the derivative accounting treatment. Accordingly, the Company has reclassified the
warrant derivative liability to equity in the first quarter of 2004.
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8. Stockholders’ Equity
Preferred Stock

The Company is authorized to issue 10,000,000 shares of preferred stock, $.001 par value, in one
or more series, each of such series to have such rights and preferences, including voting rights,
dividends rights, conversion rights, redemption privileges and liquidation preferences, as shall be
determined by the Board of Directors. To date, no shares of preferred stock have been issued or are
outstanding.

Common Stock

On December 2, 2003, the Company entered into a definitive agreement for a private placement of
public equity. The agreement was for the sale of 4,957,487 shares of Common Shares of the Company
at $1.65 per share and the issuance of warrants to purchase up to 4,957,488 shares of Common Stock.
Specifically, the warrants allow for the purchase of up to 2,478,744 shares of Common Stock at $1.82
per share and 2,478,744 shares of Common Stock at $2.48 per share. The Company also issued
warrants to the placement agents for the purchase of up to 495,748 shares of Common Stock at $1.98
per share. All warrants expire December 5, 2008.

Stock Option Plans

The Company’s 1991 Incentive Stock Plan (the 1991 Plan) provides for the issuance of incentive
and non-statutory common stock options to employees, officers and consultants. The 1991 Plan
provides for the granting of options to purchase up to 1,500,000 shares of the Company’s common
stock. Except for non-statutory options, the exercise price of the options granted under the Plan may
not be less than 100% of the fair market value of the common stock subject to the option on the date
of grant as determined by the Board of Directors. Generally, options granted under the 1991 Plan vest
over a four-year period and expire ten years from the date of grant.

The Company’s 1996 Director Option Plan (the Director Plan) provides that each non-employee
director who becomes a director will be granted a non-statutory option to purchase 15,000 shares of
common stock at its then fair market value. Annually thereafter, each non-employee director will be
granted a non-statutory option to purchase 5,000 shares of common stock at its then fair market value.
All options will vest ratably over four vears and expire ten years after date of grant. The Director Plan
provides for the granting of non-statutory options to purchase up to 150,000 shares of the Company’s
common stock.

The Company’s 2000 Supplemental Stock Plan provides for the granting of non-statutory options
to purchase up to 100,000 shares of the Company’s common stock. The exercise price of the options
granted under this plan may not be less than 100% of the fair market value of the common stock
subject to the option on the date of grant as determined by the Board of Directors. Generally, options
granted under this plan vest over a four-year period and expire ten years from the date of grant.

The Company’s 2001 Incentive Stock Plan (the 2001 Plan) provides for the issuance of incentive
and non-statutory common stock options to employees, officers and consultants. The 2001 Plan
provides for the granting of options to purchase up to 1,500,000 shares of the Company’s common
stock. Except for non-statutory options, the exercise price of the options granted under the Plan may
not be less than 100% of the fair market value of the common stock subject to the option on the date
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8. Stockholders’ Equity (Continued)

of grant as determined by the Board of Directors. Generally, options granted under the 2001 Plan vest
over a four-year period and expire ten years from the date of grant.

A summary of option activity for the four plans is as follows:

Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exercise
2001 Price 2002 Price 2003 Price
Outstanding at beginning of year .. 1,115,935 $ 6.24 1,142,936 $3.61 1,312,144 $2.46
Granted .................... 204,500 2.17 320,000 1.22 15,000 0.55
Canceled . ................... (171,729) 18.93 (149,750) 8.75 (6,000) 1.82
Exercised ................... (57710 447 (1,042) .63 — —
Outstanding at end of year . . . . . .. 1,142,936 $ 3.61 1,312,144 $2.46 1,321,144 $2.44
Exercise price range at end of year .  $.04-$24.00 $.04-$24.00 $.04-$24.00
Exercisable at end of year ....... 733,278 § 2.47 828,380 $2.23 1,003,050 $2.52
Available for grant at end of year . . 1,588,552 1,418,302 1,409,302

The following table presents weighted average price information about significant option groups
outstanding at December 31, 2003:

Weighted

Average Weighted Weighted

Remaining Average Average

Exercise Options Contractual Exercise Options Exercise
Price Outstanding Life Price Exercisable Price

$ 045 .69 438,999 2.32 $ 0.37 427,437 $ 0.36
$ .75-§ 82 364,062 6.90 $ 0.77 217,032 $ 0.76
$1.35-% 3.88 370,333 6.87 $ 1.96 237,625 $ 2.26
$3.94-$24.00 147,750 6.60 $13.96 120,956 $13.78
1,321,144 _5_3_4: $ 2.44 1,003,050 $ 252

The weighted average contractual life of options outstanding at December 31, 2003 was 5.3 years.
The Company has reserved 2,730,446 shares for issuance under the Company’s stock options plans and
5,453,236 shares for issuance upon exercise of warrants.

9. 401(k) Savings Plan

The 401(k) Savings Plan (“Savings Plan”) allows all employees that have attained the age of 21 to
make annual, tax-deferred contributions of up to 15% of their eligible compensation. Annually, the
Company may make discretionary matching contributions based upon a percentage of the employees’
contributions. The Company made no such contributions to the Savings Plan in 2001, 2002 or 2003.
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10. Income Taxes -

Since the Company has incurred only losses since inception, and due to the degree of uncertainty
related to the use of the loss carryforwards, the Company has fully reserved its deferred tax assets. At
December 31, 2003, the Company had tax net operating loss (NOL) carryforwards of approximately
$46.2 million available to offset federal taxable income, which expire in varying amounts through 2023,
and $29.0 million to offset state taxable income, which expire in varying amounts through 2008. The
Company also has research and development tax credit carryforwards of approximately $1.5 million
available to offset income taxes, which expire in varying amounts through 2023. In accordance with
Section 382 of the Internal Revenue Code, the use of the above carryforwards will be subject to annual
limitations based upon ownership changes of the Company’s stock which have occurred.

Significant components of the Company’s deferred income taxes are as follows as of December 31:

2002 2003

Net operating loss carryforwards .. ................ $15,720,000 $18,463,000
Research and development costs . ................. 2,865,000 2,401,000
Research and development tax credits .. ............ 1,645,000 1,789,000
Inventory allowances . . . ..o vin ittt e 886,000 808,000
Other. . 7,000 7,000

21,123,000 23,468,000
Valuation allowance ........................... (21,123,000) (23,468,000)
Net deferred tax asset . o v oo v v viv et e renne e $ —  $ —

A reconciliation of the effective rate with the federal statutory rate is as follows:

. 2001 2002 2003
Federal statutory rate ........................ —34.00% —34.00% —34.00%
State income taxes, net of federal benefit .......... —-6.00% -6.00% -—6.00%
Permanent differences .. ........ ... ... ... .. ... 0.00% 0.00% 14.60%
Change in valuation allowance .. ................ 40.00% 40.00% 25.40%
Effective taxrate . . .. ... vttt i i i 0.00% 0.00% 0.00%

The valuation allowance increased by $2,345,000 in 2003 and $3,066,000 in 2002 due primarily to
the fact that the Company has not benefited its current year net operating losses due to uncertainty
regarding future taxable income.

During 2002 and 2003, approximately $3.8 million and $4.8 million, respectively, of the Company’s
state NOL carryforwards expired and will not be available to offset future state taxable income, if any.
If unused, the Company’s state NOL. carryforwards expire within five years of the period in which they
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are generated. At December 31, 2003, the Company had $29.0 million of state NOL carryforwards
available, which, if unused, will expire according to the following schedule:

Amount of NOL Year NOL
Carryforward Generated Year NOL Expires
$ 3,508,000 1999 2004
3,935,000 2000 2005
8,401,000 2001 2006
6,757,000 2002 2007
6,360,000 2003 2008
$28,961,000

The Company’s federal NOL carryforwards expire at various dates through 2023; however,
significant portions of the federal NOL carryforwards do not begin to expire until 2009. Due to the

uncertainty surrounding the realizability of the NOL carryforwards, the Company has fully reserved
these deferred tax assets.

11, Distribution Agreement

The Company has a distribution agreement with Baxter Healthcare Corporation (“Baxter”), which
provides Baxter with exclusive distribution rights to The Company’s PSA 4000 in the United States and
Canada. The agreement extends through September 30, 2005, but is cancelable by either party upon six
months notice after December 31, 2003. Under the terms of the agreement, as amended in
February 2003, if Baxter fails to meet minimum purchase commitments, the Company has the option to
convert their distribution agreement into a non-exclusive relationship for the OR market segment. In
2003, Baxter failed to meet minimum purchase requirements, however, the Company currently does not

have any intention to exercise its right to change the terms of the agreement, including Baxter’s
exclusivity rights.

12. Related Party Transactions

The Company had a loan outstanding to an officer in the amount of $84,000 at December 31,
2001. During 2002, the loan was forgiven and recorded as compensation expense.

13. Segment Information

The Company is focused on one business segment related to medical devices for use in
neurodiagnostic monitoring in healthcare. All of the Company’s revenues in 2001, 2002 and 2003 have

been to customers located within the United States. All of the Company’s assets and operations are
located within the United States.
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14, Valuation and Qualifying Accounts

A rollforward of the Company’s allowance for doubtful accounts is as follows:

Balance at Balance at

Year Ended Beginning of year  Additions  Write-offs  End of year
December 31,2001 ............ $5,074 $5,000 $(4,621)  $5,453
December 31,2002 ... ......... $5,453 — $ (659) $4,794
December 31,2003 ............ $4,794 — $§ (453) $4341
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